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LINE-ITEM  RESCISSION  AUTHORITY 


WEDNESDAY,  JANUARY  18,  1995 

U.S.  Senate, 
Committee  on  the  Budget, 

Washington,  DC. 
The  committee  met,  pursuant  to  notice,  at  10:10  a.m.,  in  room 
SD-608,  Dirksen  Senate  Office  Building,  Hon.  Pete  V.  Domenici 
(chairman  of  the  committee)  presiding. 

Present:  Senators  Domenici,  Grassley,  Nickles,  Lott,  Brown, 
Gregg,  Snowe,  Abraham,  Frist,  Exon,  HoUings,  Lautenberg, 
Conrad,  Boxer  and  Murray. 

Staff  present:  G.  WilHam  Hoagland,  staff  director;  and  Austin 
Smj^he,  assistant  staff  director. 

For  the  minority:  William  G.  Dauster,  democratic  chief  of  staff 
and  chief  counsel;  and  Jodi  Grant,  counsel. 

OPENING  STATEMENT  OF  CHAIRMAN  DOMENICI 

Chairman  DOMENICI.  The  committee  will  come  to  order.  Senator 
Frist,  I  do  not  think  we  are  going  to  get  much  more  attendance  and 
you  are  surely  welcome  to  come  over  here  and  join  us. 

Senator  Exon,  it  is  good  to  have  you  join  me  today  in  the  opening 
of  this  very  important  hearing.  Obviously,  we  have  had  one  hearing 
and  one  markup  previous  to  this.  But  this  one  is  important  because 
for  many,  this  Congress  is  seen  as  having  the  real  opportunity  to 
adopt  a  line-item  veto  or  some  form  thereof,  and  I  believe  without 
question  we  will  pass  either  the  McCain  line-item  veto  or  some  de- 
rivative of  it  and  give  the  Chief  Executive  some  authority  to  make 
Congress  more  accountable. 

The  American  people  are  demanding  greater  accountability.  They 
are  requiring  that  decisions  of  Congress  be  looked  at  more  care- 
fully, and  if  we  include  provisions  in  legislation  that  provide  new 
spending  that  cannot  stand  the  test  of  merit,  then  there  should  be 
a  procedure  to  extract  that  funding.  And  that  is  essentially  what 
line-item  veto  is  all  about. 

There  is  a  great  deal  of  support  for  this  concept,  this  notion  of 
line-item  veto.  All  but  two  Presidents  in  the  20th  century  have  ex- 
pressed their  support  for  line-item  veto  authority.  President  Clin- 
ton campaigned  on  the  promise  that  he  could  cut  spending  by  as 
much  as  $10  billion  if  the  enactment  of  the  line-item  veto  occurred. 

More  recently,  the  House  Republican  contract  calls  for  a  line- 
item  veto.  Forty-three  of  our  50  States,  and  thus  the  Governors 
thereof,  have  some  form  of  line-item  veto  authority.  Finally,  the 
House,  even  under  Democratic  control,  sent  the  Senate  two  sepa- 
rate rescission  bills  during  the  103d  Congress. 
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There  are  two  statutory  line-item  veto  approaches  that  Congress 
will  consider.  The  first  is  Senator  McCain's  enhanced  rescission 
bill,  which  would  provide  the  President  with  unilateral  authority  to 
delete  any  item  funded  in  an  appropriation  bill.  In  order  to  over- 
turn the  President's  action,  each  House  of  the  Congress  would  have 
to  pass  a  bill  of  disapproval,  send  it  to  the  President  and  then  over- 
ride the  President's  veto  of  this  bill  of  disapproval. 

This  provides  what  one  might  call  a  maximum  shift  of  power 
from  the  legislative  to  the  executive  branch.  And  we  are  going  to 
have  witnesses  today  who  will  clearly  express  that  that  is  what 
they  would  like.  We  will  hear  from  others  who  say  they  do  not  like 
it,  and  we  will  hear  from  some  who  say  they  like  something  a  little 
different,  maybe  something  in  between. 

The  second  approach  is  a  bill  we  will  call  the  Domenici-Exon  bill, 
frequently  referred  to  as  expedited  rescission  authority.  Under  this 
approach,  the  President  proposes  a  rescission  and  is  guaranteed  an 
up  or  down  vote  on  the  package. 

This  legislation  is  stronger  than  the  enhanced  rescission  bill  in 
two  respects.  First,  our  bill  provides  a  lock  box  to  guarantee  that 
any  savings  go  to  the  deficit.  Second,  it  extends  the  rescission  au- 
thority to  direct  spending,  the  real  culprit  behind  growth  in  Fed- 
eral spending,  although  it  does  it  only  for  newly  passed  direct 
spending.  And  it  covers  targeted  tax  benefits.  Just  after  a  bill  con- 
taining a  targeted  tax  benefit  is  enacted  these  targeted  tax  benefits 
may  be  proposed  for  repeal  by  the  President. 

There  is  no  question  that  discretionary  spending  can  contribute 
to  deficit  reduction.  Discretionary  spending,  however,  is  a  shrink- 
ing portion  of  the  budget.  Direct  spending,  on  the  other  hand, 
mandatories  or  entitlements  that  are  outside  of  the  control  of  the 
appropriation  process,  will  grow  from  54  percent,  Senator  Exon,  to 
62  percent  of  the  budget  in  the  next  10  years. 

I  look  forward  to  the  testimony  of  the  witnesses.  We  view  this 
legislation  as  a  high  priority  for  the  President  and  the  Congress 
and  this  committee  will  not  delay  but  will  mark  up  this  legislation 
tomorrow  or  soon  thereafter. 

Senator  Exon? 

OPENING  STATEMENT  OF  SENATOR  EXON 

Senator  Exon.  Mr.  Chairman,  thank  you  very  much,  and  I  want 
to  welcome  our  witnesses  today.  I  agree  with  the  Chairman,  this 
is  a  very  important  piece  of  legislation  and  I  have  been  involved, 
as  have  many  other  members  on  the  Budget  Committee  and  cer- 
tainly our  witnesses  previously,  in  trying  to  work  out  some  kind  of 
a  Presidential  veto  authority,  constitutional,  enhanced  rescission, 
so  forth  and  so  on.  And  I  suppose  no  one  has  a  lock  on  which  is 
the  right  way  to  go. 

I  do  hope,  though,  that  in  this  particular  occasion,  when  I  think 
we  have  a  chance  of  really  doing  something  after  going  to  the 
trough  so  many,  many  times  and  come  away  short,  that  possibly 
those  of  us  who  feel  this  is  necessary  can  finally  be  successful  this 
year.  Although  that  is  not  going  to  be  easy,  I  simply  say  that  I 
would  hope  that  somewhere  along  the  line,  we  could  have  some 
votes,  have  discussion  and  then  maybe  all  of  us  get  together  on 
some  kind  of  a  proposition. 


But,  Mr.  Chairman,  I,  too,  want  to  welcome  our  distinguished 
witnesses  today.  Senator  Hatfield,  I  understand,  is  coming,  Senator 
McCain  and  Senator  Bradley,  and  Senator  Coats,  thank  you  for 
being  here.  I  understand  that  Dr.  Rivlin  is  also  going  to  take  part 
in  this  discussion. 

As  I  look  forward  with  great  interest  to  the  witnesses'  testimony, 
because  I  think  once  again  I  would  emphasize  everybody's  input 
and  advice  is  tremendously  important  if  we  are  going  to  be  able  to 
accomplish  something  finally  and  not  just  go  through  another  exer- 
cise in  futility.  In  the  past,  I  have  found  the  observations  and  in- 
sights of  those  who  are  testifying  today  to  be  most  helpful  in  sort- 
ing through  the  various  line-item  veto  proposals. 

Last  week,  the  Chairman  and  I  introduced  our  own  legislative 
item  veto  proposal  called  S.  14  and  the  Chairman  has  made  ref- 
erence to  that.  The  distinguished  majority  leader  and  the  minority 
leaders  have  also  joined  as  cosponsors  on  this  measure,  along  with 
Senator  Bradley  and  Senator  Craig. 

Our  bill  stands  in  contrast,  I  guess  somewhat,  to  some  of  the 
other  line-item  veto  proposals,  especially  S.  4,  sponsored  by  the  dis- 
tinguished majority  leader  and  Senators  McCain  and  Coats,  who 
are  at  the  witness  table  now.  Our  bill  forces  Congress  to  vote  on 
the  cancellation  of  budget  items  proposed  by  the  President  but  still 
requires  approval  of  a  simple  majority  of  both  houses  of  Congress 
to  put  the  President's  proposed  cancellation  into  effect. 

In  contrast,  of  course,  we  should  understand  that  S.  4,  which  has 
some  good  merit,  introduced  by  Senator  McCain,  would  require  a 
two-thirds  vote  of  both  Houses  to  stop  a  Presidential  rescission 
from  taking  effect.  And  while  Senator  McCain's  bill  applies  only  to 
appropriations,  as  I  understand  it,  our  bill  applies  to  appropria- 
tions, new  entitlements  and  new  targeted  tax  benefits. 

Mr.  Chairman,  it  seems  obvious  to  me  that  we  desperately  need 
a  legislative  line-item  veto  of  some  type.  If  we  are  serious  about 
balancing  the  budget  by  the  year  2002,  and  I  believe  that  we  are, 
we  need  the  tools  to  get  the  job  done.  This  is  simply  only  one  of 
them.  And  with  a  $4.5  trillion  national  debt,  we  cannot  afford  busi- 
ness as  usual.  If  we  do,  this  country  is  headed  for  a  going-out-of- 
business  sale. 

I  have  long  championed  efforts  to  give  our  President  the  line- 
item  veto,  as  have  most,  if  not  all,  of  those  who  have  made  positive 
suggestions,  including  the  witnesses  at  the  table.  I  certainly  have 
led  the  charge  to  give  the  President  enhanced  rescission  powers. 
However,  I  have  come  to  the  conclusion  that  the  constitutional  line- 
item  veto  depending  upon  a  supermajority  stands  little  chance  of 
passing. 

In  votes  over  the  last  5  years,  Senator  McCain's  bill  has  achieved 
between  40  and  44  votes  in  favor,  and  I  believe  that  I  have  been 
one  of  those  who  have  supported  his  efforts.  Even  with  a  Repub- 
lican Senate,  though,  I  believe  it  is  unlikely  that  S.  4  can  muster 
the  60  votes  it  will  need  to  overcome  the  filibuster  it  is  almost  cer- 
tain to  face. 

Through  a  bipartisan  compromise,  we  can  still  move  forward  on 
this  issue.  That  is  what  our  bill  does.  The  key  to  a  resolution  of 
the  passage  of  this  bill  seems  to  me  is  the  bill  that  Senator  Domen- 
ici  and  I  have  introduced.  It  simply  comes  down  to  an  up  or  down 
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majority  vote.  Of  course,  a  single  bill  is  not  going  to  solve  the  budg- 
et deficit  itself.  It  is  not  going  to  be  easy  to  erase  a  $4.5  trillion 
debt.  These  problems  did  not  occur  overnight  and  they  are  not 
going  to  be  solved  overnight. 

Those  of  us  who  have  been  wrestling  with  these  problems  realize 
we  will  solve  the  problem  one  step  at  a  time.  We  will  solve  the 
problem  by  accommodating  concerns  of  both  sides  of  the  aisle.  We 
must  push  the  process  forward  to  a  speedy,  successful  conclusion. 
It  is  my  feeling  that  S.  14  is  the  vehicle  that  will  carry  that  to  the 
finish  line,  but  I  am  certainly  am  interested  in  the  comments,  sug- 
gestions and  discussions  that  will  follow  with  the  positions  of  well- 
intentioned  others  that  should  be  taken  into  consideration. 

Thank  you,  Mr.  Chairman. 

Chairman  DOMENICI.  Thank  you.  Senator  Exon. 

Unless  there  is  objection,  I  will  proceed  on  the  basis  of  arrival 
time. 

Senator  Frist? 

Senator  Frist.  I  have  no  opening  statement. 

Chairman  DOMENICI.  Senator  Nickles? 

OPENING  STATEMENT  OF  SENATOR  NICKLES 

Senator  NiCKLES.  Mr.  Chairman,  thank  you  very  much,  and  I 
wish  to  compliment  you,  one,  for  having  this  hearing  and  having 
it  so  early  in  this  legislative  session.  I  think  it  shows  the  impor- 
tance of  this  issue.  I  also  compliment  you  and  Senator  Exon  for  the 
introduction  of  your  bill.  I  have  not  spent  that  much  time  looking 
at  your  bill  and  it  may  well  be  a  proper  alternative. 

Just  from  hearing  your  opening  statements,  it  is  a  giant  improve- 
ment over  current  practice.  I  also  wish  to  compliment  Senator 
McCain  and  Senator  Coats.  Senators  McCain  and  Coats  have 
shown  great  courage.  Senator  McCain  has  gone  against  the  tradi- 
tions of  the  Senate,  he  has  gone  against  the  former  majority  leader 
of  the  Senate  time  and  time  again  to  raise  this  issue.  And  we  have 
had  roll  call  votes  on  it.  Which  show  a  strong  majority  in  the  Sen- 
ate that  favors  a  line-item  veto. 

I  compliment  them  on  their  bill,  which  says  the  President  would 
issue  a  rescission  and  it  would  go  into  effect  unless  disapproved  by 
Congress.  That  is  a  strong  rescission  proposal,  that  is  a  strong  line- 
item  veto  and  frankly,  Mr.  Chairman,  one  that  I  think  we  need. 

I  am  happy  to  debate  the  various  alternatives  and  discuss  them, 
either  of  which  would  be  a  big  improvement.  I  think  we  desperately 
need  it.  I  used  to  run  a  business  prior  to  coming  to  the  Senate  and 
any  CEO  of  any  company  has  a  line-item  veto. 

Mr.  Chairman,  you  mentioned  in  your  statement  that  43  Gov- 
ernors have  the  line-item  veto  and  that  is  a  good  indication  that 
it  can  work.  And  I  have  had  the  pleasure  of  serving  on  the  Appro- 
priations Committee  for  many  years  and  I  will  tell  you,  we  have 
small  appropriation  bills  and  we  have  large  ones,  some  of  which 
are  in  the  couple  billion  dollar  range  and  some  of  which  are  in  the 
hundreds  of  billions  of  dollars. 

But  every  single  appropriation  bill  I  have  seen  has  items  that  we 
need  and  every  single  appropriations  bill  I  have  seen  have  items 
that  we  do  not  need,  cannot  afford,  and  are  wasteful.  But  the  Presi- 
dent of  the  United  States  has  two  options,  he  either  signs  the  en- 


tire  bill  or  he  vetoes  the  entire  bill.  That  is  a  recipe  for  wasting 
a  lot  of  money. 

And  so  I  think  the  two  proposals  that  we  have  before  us  will  help 
remedy  that  situation,  will  help  bring  about  the  same  good  busi- 
ness practice  that  every  CEO  in  this  country  has  and  almost  every 
Governor  in  this  country  has.  And  for  those  that  say  it  cannot  save 
money,  I  disagree.  I  think  you  can  save  a  lot  of  money.  I  think  you 
can  eliminate  a  lot  of  waste. 

And  so,  I  am  delighted,  Mr.  Chairman,  that  you  have  scheduled 
this  issue  so  early  this  session.  I  hope  that  we  will  be  successful 
in  passing  a  good  bill  through  this  committee  and  hopefully 
through  Congress,  as  well.  One  final  comment,  Mr.  Chairman,  and 
that  is  the  President  of  the  United  States  stated  his  support  for 
this  proposal  in  his  campaign,  but  I  have  not  heard  anything  else 
in  the  last  2  years.  The  major  obstacle  in  passing  this  bill  is  going 
to  come  from  the  Democrats'  side  of  the  aisle,  so  the  President  is 
going  to  have  to  lead  and  he  is  going  to  have  to  encourage  Mem- 
bers of  his  party.  He  has  strong  Republican  support.  Hopefully,  he 
will  work  hard  and  we  can  make  this  bill  a  reality  this  year. 

Chairman  DOMENICI.  Thank  you  very  much.  Senator  Nickles. 

I  assume,  on  your  side,  you  would  like  to  follow  the  same  rule 
of  arrivals. 

Senator  ExoN.  Certainly. 

Chairman  DoMENici.  All  right.  Then  we  have  Senator  Murray. 
You  are  entitled  to  make  an  opening  statement. 

OPENING  STATEMENT  OF  SENATOR  MURRAY 

Senator  Murray.  Thank  you,  Mr.  Chairman,  and  I  will  keep  it 
short.  I  know  that  we  have  witnesses  before  us  who  have  short 
time  periods,  too.  But  I  think  this  is  a  very  important  hearing  and 
I  hope  that  we  all  think  carefully  about  this  as  we  proceed.  I  be- 
lieve that  it  is  our  responsibility  to  take  the  deficit  head-on.  It  is 
our  responsibility  as  legislators,  and  frankly,  I  am  proud  of  the 
work  that  this  Congress  has  done  in  the  last  2  years  to  begin  to 
reduce  the  deficit.  We've  cut  nearly  $100  billion  in  the  last  2  years. 

And  we  did  that  by  leveling  with  the  American  people.  We  tried 
to  make  taxes  fairer,  we  cut  300  progrsims  and  eliminated  100 
more.  That  is  the  correct  way  to  reduce  the  deficit,  and  that  is  our 
job.  I  believe  that  attacking  Government  spending  through  a  line- 
item  veto  is  not  the  correct  way  to  reduce  deficit.  I  think  the  line- 
item  veto  is  a  budget  gimmick  and  it  is  a  dangerous  one.  And  I  say 
this  at  a  time  when  the  President  of  the  United  States,  who  would 
gain  more  power  than  anyone  through  this  bill,  is  a  member  of  my 
own  party. 

But  I  come  to  this  issue  with  personal  experience.  I  served  in  the 
Washington  State  Senate  before  coming  here.  I  was  a  member  of 
the  minority  party.  Our  Governor  was  a  Democrat  and  he  did  have 
a  line-item  veto.  And  I  know  from  personal  experience  how  that 
power  can  be  used  for  all  sorts  of  purposes. 

It  can  be  used  to  horse-trade  votes  for  bills.  It  can  be  used  to 
threaten  votes  against  members.  I  know  that  we  have  to  lower  the 
deficit,  and  we  have  begun  to  do  that.  But  I  really  fear  that  the 
bills  before  us,  S.  4  and  S.  14,  are  going  too  far  and  I  cannot  sup- 
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port,  frankly,  something  that  might  leave  any  part  of  my  own  State 
vulnerable  to  line-item  attacks. 

Having  said  that,  Mr.  Chairman,  I  am  here  to  hear  the  testimony 
of  the  witnesses  and  I  look  forward  to  it.  But  I  caution  all  of  us 
to  think  carefully  about  what  we  are  doing  with  these  bills  that  are 
coming  before  us. 

Chairman  DOMENICI.  Thank  you  very  much,  Senator. 

Senator  Gregg? 

OPENING  STATEMENT  OF  SENATOR  GREGG 

Senator  Gregg.  Well,  I  just  want  to  thank  the  Chsiirman  and  the 
ranking  member  for  moving  this  hearing  so  promptly  and  certainly 
the  chance  to  hear  from  this  very  distinguished  panel  of  Senators 
who  aggressively  pursued  the  issue  and  brought  it  to  the  attention 
of  the  Congress. 

It  is  a  critical  issue  in  my  opinion  for  the  purpose  of  fiscal  man- 
agement. If  we  are  going  to  get  to  financial  responsibility  in  this 
country  today,  we  are  going  to  have  to  recognize  that  the  way  you 
do  it  is  by  bringing  into  the  appropriating  process  the  President  of 
the  United  States.  And  the  problem  is  that  under  our  present 
structure,  the  President  of  the  United  States  gets  a  bill  that 
amounts  to  literally  hundreds  of  billions  of  dollars  and  must  either 
sign  it  or  veto  it  and  has  no  capacity  to  go  into  that  legislation  and 
identify  items  that  he  thinks  are  inappropriate  or  she  thinks  are 
inappropriate.  Then  you  end  up  with  very  poor  fiscal  management, 
and  the  practical  effect  is  that  the  President  is  held  hostage  to 
major  pieces  of  legislation  and  is  unable  to  exercise  what  is  the  le- 
gitimate right  of  the  executive  to  ask  for  specific  review  of  various 
items  that  the  Congress  decides  to  pursue. 

And  both  of  these  proposals  would  give  the  President  the  capac- 
ity to  move  forward  and  bring  fiscal  responsibility,  as  he  sees  it, 
into  the  process.  And  that  is  absolutely  critical  if  we  are  going  to 
have  a  fiscal  responsibility  which  is  critical  if  we  are  going  to  have 
a  country  that  is  financially  prosperous. 

In  addition,  I  want  to  congratulate  the  Chairman  and  I  think  all 
the  members  of  this  committee  for  being  willing  to  pursue  this,  es- 
pecially on  the  Republican  side,  during  the  tenure  of  a  Democratic 
President.  This  is  truly  a  bipartisan  initiative  and  I  hope  that  we 
can  pass  this  in  time  that  that  President  of  the  United  States 
would  have  the  capacity  to  use  this  in  this  term  of  his  office  and 
certainly,  hopefully,  even  in  this  session  of  this  Congress.  It  would 
be  nice  if  we  could  give  to  President  Clinton  this  authority.  The 
fact  that  he  is  a  Democratic  President  should  not  limit  and  obvi- 
ously has  not  limited  our  enthusiasm  for  giving  the  President  this 
capacity.  And  with  that  type  of  bipartisan  effort,  hopefully  we  can 
move  forward,  not  only  in  the  line-item  veto,  but  on  things  like  the 
balanced  budget,  unfunded  mandates  and  congressional  account- 
ability. 

So  I  congratulate  the  Chairman  for  bringing  this  up  in  such  a 
prompt  manner. 

Chairman  DOMENICI.  Thank  you  very  much.  Senator. 

Senator  Boxer? 


OPENING  STATEMENT  OF  SENATOR  BOXER 

Senator  Boxer,  Thank  you  so  much,  Mr.  Chairman. 

Today,  we  will  consider  an  issue  of  serious  constitutional  impor- 
tance, the  balance  of  power  between  the  legislative  and  the  execu- 
tive branches.  I  believe  that  the  proposals  being  considered  today, 
and  this  is  my  view  and  it  may  not  be  the  popular  view,  will  create 
a  dangerous  shift  of  power  from  the  legislative  to  the  executive 
branch. 

The  Constitution  provides  that  Congress  has  "the  power  of  the 
purse."  Under  Article  1,  Section  9,  "No  money  shall  be  drawn  from 
the  treasury  but  in  consequence  of  appropriations  made  by  law."  In 
Federalist  Number  48,  James  Madison  stated,  "The  legislative  de- 
partment alone  has  access  to  the  pockets  of  the  people."  The  power 
of  the  purse,  Madison  said  in  Federalist  Number  58,  represents 
"the  most  complete  and  effectual  weapon  with  which  any  constitu- 
tion can  arm  the  immediate  representatives  of  the  people  for  ob- 
taining a  redress  of  a  grievance  and  for  carrying  into  effect  every 
just  and  salutary  measure." 

I  think  it  is  important  to  hear  those  words.  They  may  seem  stale 
to  some,  but  it  is  the  foundation,  Mr.  Chairman,  of  this  country. 
And  although  many  of  us  might  think  we  are  smarter  or  better,  or 
know  a  better  way  to  do  it,  this  Constitution  has  prevailed,  this  de- 
mocracy has  prevailed.  So  when  we  change  this  fundamental  point, 
fundamental  premise  of  our  Constitution,  I  think  it  takes  a  lot  of 
thought  and  a  lot  of  consideration. 

I  believe  through  this  power,  we,  the  Congress,  as  the  directly 
elected  representatives  of  our  States,  can  serve  as  a  check  on  the 
executive  branch.  The  expedited  and  enhanced  rescission  proposals 
would  dilute  our  power.  The  President  would  have  the  power  to 
pick  and  choose  which  programs  he  likes  and  which  he  does  not. 

This  power  could  be  used,  as  Senator  Murray  has  said,  for  politi- 
cal retribution  or  for  political  reward.  None  of  us  was  born  yester- 
day. We  know  the  horse  trading  that  goes  on  right  now  with  Presi- 
dents who  are  Republican  or  Democratic.  For  instance,  will  a  State 
that  traditionally  votes  Democratic  see  more  of  its  programs  in  a 
Republican  President's  rescissions?  Will  a  State  that  is  tradition- 
ally Republican  face  an  overwhelming  number  of  cuts  under  a 
Democratic  President? 

Yes,  Congress  would  have  an  opportunity  to  vote  on  the  Presi- 
dent's proposed  rescissions,  but  neither  of  the  proposals  we  are  con- 
sidering would  allow  Members  of  Congress  to  substitute  their 
spending  cuts  with  the  ones  proposed  by  the  President.  In  effect, 
part  of  the  power  of  the  purse  is  being  handed  over  to  the  Presi- 
dent. It  is  interesting  to  me,  Mr.  Chairman,  because  I  think  it  is 
a  power  grab  to  the  executive  branch,  and  I  must  say  that  I  did 
not  come  to  the  Congress  to  abdicate  my  responsibility.  I  take  it 
very  seriously. 

In  each  of  my  campaigns,  and  I  know  in  each  of  your  campaigns, 
we  clearly  or  should  have  clearly  told  the  people  what  we  would 
fight  for,  what  we  thought  the  priorities  were  and  what  we  thought 
was  waste,  fraud  and  abuse.  The  experience  of  the  States  shows 
that  the  line-item  veto  is  not  an  answer  to  budgetary  problems. 

In  the  43  States  in  which  Governors  have  line-item  veto  power, 
the  effect  on  the  size  of  State  budgets  is  very  small.  This  seems  to 
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me  to  be  a  little  bit  like  the  balanced  budget  amendment.  You  feel 
good  when  you  vote  for  it,  but  it  does  not  do  anything,  not  one 
thing,  to  balance  the  budget. 

But  I  want  to  emphasize  to  you,  Mr.  Chairman,  the  implications 
of  these  proposals  are  so  broad,  much  broader  than  stemming  the 
flow  of  red  ink  that  I  know  you,  of  all  people,  are  most  dedicated 
to.  And  I  will  be  very  pleased  to  join  with  you  as  we  attempt  to 
put  forth  a  budget  that  does  cut  the  Federal  red  ink. 

But  I  think  these  proposals  get  to  the  root  of  our  constitutional 
balance  of  powers.  Therefore,  these  proposals  should  be  considered 
very  carefully.  Today,  we  hear  from  four  excellent  witnesses,  and 
I  compliment  you.  I  am  looking  forward  to  their  testimony. 

But  where  are  the  academics,  where  are  the  constitutional  schol- 
ars, where  are  the  other  experts?  There  are  many  serious  questions 
these  proposals  raise.  What  real  effect  will  it  have  on  the  deficit, 
is  it  worth  the  possible  political  problems?  Is  it  worth  the  constitu- 
tional shift  of  power,  why  should  the  President's  spending  priorities 
be  substituted  for  those  of  Congress?  What  is  wrong  with  the  cur- 
rent rescission  process? 

And  I  say  to  my  friend.  Senator  Nickles,  for  whom  I  have  a  great 
deal  of  regard,  I  think  comparing  our  country  to  a  corporation  is 
not  the  appropriate  thing  to  do,  because  I  do  not  know  of  any  cor- 
poration whose  founders  fought  and  died  for  the  company.  In  fact, 
we  have  a  country  where  the  founders  fought  and  died  over  the 
Constitution,  over  the  idea  that  we  should  have  a  balance  of  pow- 
ers, that,  in  fact,  we  should  not  have  a  king  but  we  should  have 
a  democracy.  And  I  think  this  moves  us  back  toward  having  a  king. 

The  fact  of  the  matter  is,  the  founders  understood  what  abuse  of 
executive  power  is.  And  I  think  we  should  trust  their  judgment.  It 
certainly  worked  all  this  time  and  I  will  not  be  supporting  these 
proposals. 

Thank  you  very  much,  Mr.  Chairman. 

Chairman  DOMENICI.  Thank  you  very  much. 

I  might  indicate  that  we  did  have  a  hearing  last  year  under  the 
leadership  of  Senator  Sasser,  which  I  understand  will  be  printed 
soon. 

We  heard  from  a  number  of  Senators  about  a  number  of  propos- 
als, and  that  is  why  the  Chairman  made  the  decision.  Senator 
Boxer,  that  in  1  day  we  probably  ought  to  complete  testimony  on 
this.  I  am  hopeful,  by  the  time  the  day  is  up,  that  everybody  will 
clearly  understand,  and  the  public  will  understand  the  issue  before 
us.  I  might  say,  for  those  of  you  who  are  opposed,  that  you  have 
done  an  eloquent  job  of  explaining  your  side,  why  we  ought  not  to 
do  a  line-item  veto,  and  I  think  that  is  what  a  hearing  is  all  about. 

So  we  are  not  going  to  have  additional  witnesses.  Senator  Lau- 
tenberg,  besides  those  we  will  hear  from  today.  Let  us  proceed. 

I  am  going  to  make  a  little  ruling  here,  with  the  ranking  mem- 
ber's concurrence:  if  other  Senators  come  in  now,  I  am  not  going 
to  grant  them  permission  to  make  an  opening  statement  because 
I  think  we  will  have  a  kind  of  rolling  attendance  at  this  point  and 
we  would  be  here  all  day  listening  to  opening  statements.  So  rather 
than  do  that,  I  am  going  to  limit  statements  to  those  Senators  who 
have  been  here.  And  Senator  Snowe,  you  are  next,  and  then  Sen- 


ator  Lautenberg.  And  then,  wdtnesses,  lo  and  behold,  you  will  be 
able  to  testify. 

OPENING  STATEMENT  OF  SENATOR  SNOWE 

Senator  Snowe.  Thank  you,  Mr.  Chairman.  First  of  all,  I  com- 
mend you  for  holding  these  hearings  today  on  what  is  a  very  im- 
portant issue.  Like  so  many  others,  I  certainly  have  a  special  inter- 
est on  this  issue  and  I  want  to  welcome  our  witnesses  here  today 
to  provide  their  perspectives  on  this  legislation. 

During  the  years  in  which  I  was  in  the  house,  I  was  wary  of 
granting  broad  authority  to  the  President  with  respect  to  the  line- 
item  veto.  But  several  years  ago,  I  determined  that  in  the  final 
analysis,  after  examining  the  various  issues  regarding  a  line-item 
veto,  that  it  is  in  the  long  term  best  interests  of  this  country. 

Given  the  size  of  the  deficit  and  the  National  debt  as  well,  we 
have  to  use  every  tool  available  to  bring  down  the  Federal  deficit 
and  to  control  Federal  expenditures.  And  I  think  that  certainly  the 
line-item  veto  can  add  in  that  regard. 

It  certainly  has  worked  well  in  other  States.  There  are  43  States 
in  this  country  in  which  the  chief  executives  of  those  States  have 
a  line-item  veto  and  that  power  has  worked  very  well  and  pru- 
dently, I  might  add,  between  the  balance  of  powers  between  the 
legislative  and  the  executive  branch. 

In  fact,  as  various  studies  have  indicated,  those  States  that  do 
have  the  line-item  reduction  have  shown  a  reduction  in  their  over- 
all spending  increases  as  well  as  in  making  attempts  to  control  the 
overall  growth  in  expenditures  in  their  particular  States.  So  it  has 
worked  well,  and  I  would  expect  that  it  would  work  well  at  the 
Federal  level  as  well.  I  think  we  have  to  use  every  fiscal  leash 
available  to  this  Congress  and  to  the  President  to  make  some  de- 
terminations. And  I  think  that  that  tool  can  be  worked  prudently 
by  the  executive  and  the  legislative  branch. 

It  is  interesting  to  note  that  various  scholars  have  indicated  that 
at  the  State  level,  the  line-item  veto  has  an  impact  of  1  percent  in 
terms  of  savings  on  State  budgets.  Just  imagine  what  the  impact 
could  be  at  the  Federal  level.  The  General  Accounting  Office,  ac- 
cording to  one  report  back  in  192,  estimated  the  Federal  Govern- 
ment could  have  saved  approximately  $70  billion  over  a  6-year  pe- 
riod ending  at  the  close  of  the  end  of  the  fiscal  year  of  1989  had 
the  President  had  the  tool  of  the  line-item  veto.  That,  to  me,  rep- 
resents substantial  savings  in  terms  of  the  Federal  budget  expendi- 
tures and  certainly  in  terms  of  the  impact  that  we  could  have  on 
the  Federal  deficit. 

So  I  am  looking  forward  to  hearing  the  testimony  to  be  offered 
by  our  witnesses.  I  do  think  that  this  is  an  important  debate.  I  can- 
not think  of  another  issue  that  probably  better  divides  the  Con- 
gress than  the  issue  of  a  line-item  veto  and  certainly  it  should  be 
carefully  examined.  But  I  just  want  to  say  that  I  think  it  is  an  im- 
portant direction  for  this  Congress  to  finally  take. 

Chairman  DOMENICI.  Thank  you  very  much,  Senator. 

Senator  Lautenberg? 
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OPENING  STATEMENT  OF  SENATOR  LAUTENBERG 

Senator  Lautenberg.  Thanks,  Mr.  Chairman,  and  since  this  is 
the  first  time  that  I  have  had  an  opportunity  to  be  at  a  Budget 
Committee  hearing  with  you  in  charge,  I  just  want  to  say  that  if 
I  had  to  pick  someone  from  the  other  side,  you  would  have  been 
my  choice.  I  wish  it  did  not  turn  out  that  way,  but  it  did  and  it 
is  interesting  to  me  to  see  the  hneup.  Everybody  is  to  your  left,  Mr. 
Chairman.  I  do  not  know  whether  that  is  significant  or  not. 

Chairman  DOMENICI.  It  depends  from  whence  you  look.  From  out 
there,  you  know,  where  the  people  are,  it  is  reversed. 

Senator  Lautenberg.  That  is  true.  Just  very  quickly,  in  trying 
to  give  our  witnesses  a  chance  to  testify  before  the  sun  goes  down, 
a  couple  of  things  arise  in  terms  of  my  view.  And  I  intend  to  sup- 
port and  to  offer  an  amendment  to  a  line  item  opportunity  for  the 
President.  But  all  of  us  have  to  be  aware  of  the  fact  that  political 
extortion  might  take  place. 

And  with  the  population  shifts  that  we  see  around  the  country, 
you  do  not  need  a  lot  of  States  to  control  the  outcome  of  a  Presi- 
dential election.  And  I  think  it  makes  for  a  pretty  easy  opportunity 
for  someone  in  the  White  House,  especially  in  the  second  go-round 
or  perhaps  trying  to  protect  the  party's  position,  to  deal  with  this 
in  a  less  than  objective  way.  So  we  have  got  to  be  aware  of  that 
as  we  proceed. 

The  other  thing  is  that  I  intend  to  support  a  line-item  veto  only 
if  it  deals  with  tax  expenditures,  as  well,  and  I  think  that  is  going 
to  be  an  important  part  of  the  debate  and  I  hope  will  be  an  impor- 
tant part  of  the  final  package,  assuming  one  will  develop  here. 

And  lastly,  I  would  say  to  my  friend  from  Oklahoma,  both  of  us 
having  had  corporate  experience,  is  that  if  you  run  a  large  corpora- 
tion, make  a  major  budget  cutting  decision  without  consultation 
with  your  board  of  directors,  there  obviously  could  be  a  dereliction 
of  duty.  And  in  this  case,  we  represent  a  board  of  directors  and 
come  here  with  a  fair  amount  of  support  with  the  responsibility  al- 
ready designated  to  us. 

And  so,  as  we  reflect  on  this,  neither  the  comparison  to  a  Gov- 
ernor's line-item  veto,  a  balanced  budget  amendment,  nor  that  of 
the  corporate  world,  in  my  view,  truly  applies.  And  I  hope  that  as 
again  we  debate  the  issue,  that  we  will  have  an  opportunity  to  dis- 
cuss these  things  in  fair  measure.  And,  Mr.  Chairman,  I  respect 
the  fact  that  you  want  to  move  expeditiously.  I  share  your  enthu- 
siasm for  getting  things  done.  But  I  hope,  in  the  process,  we  are 
not  going  to  leave  out  good,  earnest  debate  about  all  of  the  issues 
that  affect  this  very  important  decision. 

Chairman  DOMENICI.  I  assume  we  will  have  such  a  debate.  I 
want  very  much  to  let  all  of  the  witnesses  have  a  chance.  I  would 
ask  the  witnesses  a  question.  It  is  generally  thought  that  this  is 
a  balance  of  power  shift  and  some  Senators  have  made  a  very  ex- 
cellent argument  about  what  might  happen  with  a  President  who 
takes  advantage  of  this,  and  that  is  clearly  a  problem. 

I  have  suggested  that  we  ought  to  sunset  whatever  line-item  veto 
bill  we  pass.  Now,  the  reason  is  that  if  we  pass  one  and  do  not  sun- 
set it  to  change  the  authority  or  repeal  it  we  would  need  67  votes. 
I  am  not  interested  in  sunsetting  it  short  term — it  can  be  6  years, 
it  can  be  8  years — in  the  Domenici-Exon  bill,  it  is  sunset  in  4  years. 
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But  I  think  the  issue  is  this:  without  a  sunset,  if  Presidents  start 
to  exercise  the  authority  in  a  poHtical  manner,  without  regard  to 
deficits  but  with  regard  to  power  and  pohtics,  then  in  order  to 
change  that  authority  Congress  would  have  to  pass  a  new  bill.  If 
we  sent  a  bill  to  him  doing  away  with  or  modifying  the  line-item 
veto  power,  a  President  who  liked  it  and  used  it  for  political  pur- 
poses would  veto  that  measure,  which  would  mean  Congress  would 
have  to  override  a  veto  to  change  it. 

And  so,  it  appears  to  me  that  we  are  entering  new  water.  We 
have  not  walked  in  this  water  before.  It  will  save  money.  Anybody 
who  says  that  Presidents  will  not  cut  anything  out  of  the  budget 
is  wrong,  they  will.  How  much?  Who  knows?  This  President  said 
he  could  cut  $10  billion,  I  assume,  over  4  years.  That  is  what  he 
was  saying  in  his  campaign.  I  do  not  know  if  you  can  do  that  much. 
But  I  believe  the  time  has  come  to  be  more  accountable  and  this 
is  one  excellent  way. 

And  now,  I  want  to  move  to  ourfirst  two  witnesses.  Senators 
McCain  and  Coats.  I  say  to  Senator  McCain,  you  can  rest  assured, 
that  you  will  not  be  confronted  with  a  point  of  order  this  time  on 
the  floor,  because  the  Budget  Committee  will  report  a  bill  for  you. 
Nobody  is  going  to  be  able  to  stand  up  and  say  you  need  60  votes 
to  waive  the  Budget  Act. 

On  the  other  hand,  I  assume  there  will  be  a  filibuster.  So  in  any 
event,  you  are  likely  to  ultimately  need  60  votes. 

Having  said  that.  Senator  McCain,  I  welcome  you.  Senator  Coats, 
I  welcome  you.  Who  wants  to  go  first? 

STATEMENT  OF  HON.  DAN  COATS,  UNITED  STATES  SENATOR 
FROM  THE  STATE  OF  INDIANA 

Senator  COATS.  Thank  you,  Mr.  Chairman.  I  will  just  make  a  few 
brief  remarks  and  then  turn  it  over  to  Senator  McCain. 

Chairman  DOMENICI.  Please. 

Senator  Coats.  I  also  want  to  thank  you  for  convening  this  hear- 
ing, particularly  early  in  the  session.  It  does  show  a  coming  to- 
gether, I  believe,  in  a  bipartisan  fashion  for  the  need  to  address 
real  budget  reform.  The  line-item  veto,  enhanced  rescission,  a  form 
of  line-item  veto,  is  real  budget  reform. 

I  believe  we  learned  in  November  that  the  American  people  do 
not  want  us  to  continue  with  the  status  quo  in  terms  of  how  we 
handle  their  tax  dollars.  They  want  significant  change.  And  per- 
haps there  is  no  more  potent  symbol  of  an  entrenched  and  distant 
Congress  than  the  unending  appetite  for  pork  at  a  time  of  sky- 
rocketing deficits.  A  Congress  that  insists  on  frivolous  spending 
while  bemoaning  fiscal  crisis  demeans  itself  and,  I  think,  under- 
mines its  credibility. 

We  are  annually  embarrassed,  Mr.  Chairman  and  members  of 
the  committee,  annually  embarrassed  by  the  public  disclosure  of 
what  is  contained  in  appropriation  bills.  Reader's  Digest  devotes  a 
significant  portion  of  an  issue  on  an  annual,  if  not  more  frequent 
basis,  to  send  to  33  million  people,  Inside  Edition,  20/20,  60  Min- 
utes, the  network  news  shows,  they  cannot  wait  for  us  to  pass  an 
appropriations  bill  because  they,  unlike  many  Members  of  Con- 
gress, actually  send  it  over  to  staff  and  read  through  it  and  they 
dig  out  all  of  the  egregious,  irrelevant  pork  barrel  items  that  are 
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attached  by  £ill  of  us — I  am  not  exempting  myself  from  any  of 
this — by  all  of  us.  It  is  almost,  "Stop  us  before  we  pork  barrel 
again.  Give  us  some  tool  which  will  prevent  us  from  reaching  into 
our  pocket  and  slipping  into  an  otherwise  necessary  appropriation 
bill  items  which  we  know  the  President  has  to  accept  because  we 
are  the  ones  doing  the  extorting." 

You  talk  about  political  extortion.  It  is  the  Congress  that  is  po- 
litically extorting.  The  Congress  is  sending  to  the  President  legisla- 
tion which  it  knows  the  President  has  to  accept  or  if  he  vetoes,  it 
will  be  an  extraordinarily  unacceptable  veto  to  the  American  peo- 
ple, and  yet  it  contains  item  after  item  after  item  of  measures  and 
expenditures  which  are  not  relevant  to  the  bill,  which  are  not  in 
the  National  interest  but  which  provide  some  little  benefit  to  a  par- 
ticular member,  his  or  her  State,  his  or  her  congressional  district. 

And  then  it  is  disclosed  to  public  and  we  are  asked  to  explain 
how  in  the  world  we  could  expend  that  kind  of  money.  Mr.  Chair- 
man, 4,000  taxpayers  each  year  send  their  entire  Federal  tax  con- 
tribution for  the  purpose  of  eradicating  the  screw  worm.  What  they 
do  not  know,  and  would  be  outraged  if  they  did  know,  is  that  the 
screw  worm  has  been  eradicated.  It  does  not  exist  anymore  in  the 
United  States.  But  4,000  taxpayers  every  year,  because  some  Mem- 
ber or  Members  believe  that  funding  should  continue  for  research 
in  how  to  eradicate  the  screw  worm,  that  continues  and  those  4,000 
taxpayers  pay  for  it  even  though  the  screw  worm  no  longer  exists 
in  the  United  States.  This  is  one  of  thousands  of  embarrassments 
that  undermine  the  credibility  of  this  institution.  And  I  think  it  is 
time  that  we  faced  up  to  that. 

The  political  extortion  that  exists  does  not  exist  at  the  executive 
level  lording  it  over  the  Congressmen,  it  exists  at  the  congressional 
level.  And  what  Senator  McCain  and  I  are  attempting  to  do  and 
have  attempted  since  1989  to  do,  is  to  redress  the  imbalance  of 
power  that  exists  between  the  executive  branch  and  the  legislative 
branch. 

Prior  to  the  1974  enactment  of  the  Budget  Empowerment  Act, 
which  I  would  suggest  was  necessary  because  the  executive  branch 
was  egregious  in  terms  of  how  it  was  withholding  proper  expendi- 
tures as  dictated  by  the  Congress.  Subsequent  to  that,  we  have  an 
imbalance  of  power  the  other  way.  The  imbalance  exists  in  favor 
of  the  legislative  branch  and  we  are  not  trying  to  shift  more  power 
than  is  necessary  to  the  executive  branch,  we  are  trying  to  bring 
it  back  into  balance. 

And  we  think  that  the  rescission  bill,  the  enhanced  rescission  bill 
which  Senator  McCain  and  I  are  offering,  restores  that  proper  bal- 
ance. It  does  not  turn  all  authority  over  to  the  President  of  the 
United  States.  It  sets  up  a  process  by  which  the  President's  rescis- 
sions are  presumed  to  be  effective  unless  the  Congress  overturns 
them. 

But  we  have  the  right  to  check  that,  and  I  would  say  to  the  Sen- 
ator from  New  Jersey,  this  is  like  a  corporation.  There  is  a  board 
of  directors.  There  is  a  process  by  which  the  Congress  can  say  to 
the  executive,  "We  do  not  agree  with  you.  We  submitted  our  budget 
requests  for  the  coming  year.  You  looked  at  that  and  said,  'We  will 
take  some  of  these,  but  not  all  of  these,  because  we  cannot  afford 
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to  do  all  of  these.'"  If  we  want  to  overturn  that,  we  have  the  ability 
under  this  legislation  to  overturn  that  decision. 

So  it  is  like  having  a  board  of  directors  that  have  ability  to  say 
to  the  President,  "We  do  not  agree  with  what  you  have  line-itemed 
out  on  what  the  department  heads  and  others  have  submitted  to 
the  President  for  approval  for  next  year's  budget  and  we  want  to 
restore  that."  So  that  check  and  balance  does  exist. 

This  is  like  the  authority  that  every  businessman  and  woman  in 
this  country  has  and  every  household  head,  whether  it  is  a  single 
mother  or  parents  operating  together.  If  you  sit  down  with  your 
children  and  you  look  at  the  budget  for  the  next  year  and  you  said, 
"Look,  we  just  simply  cannot  afford  all  of  the  requests  that  have 
come  forward  from  the  family,"  no  one  would  think  of  running  a 
family,  no  one  would  think  of  running  a  business  without  someone 
at  the  head  of  that  operation,  that  family  unit,  being  able  to  say, 
"We  cannot  afford  to  do  all  that  everybody  in  the  family  or  all  that 
everybody  in  the  business  wants  to  do." 

So  I  think  there  is  just  a  fundamental  principle  that  is  involved 
here,  that  fundamental  principle  is  our  ability  to  provide  a  system 
and  a  process  by  which  we  can  reasonably  be  responsible  to  the 
people  that  we  represent.  Does  it  work?  Well,  43  Governors  have 
the  authority. 

I  do  not  know  of  any  measure  in  any  State  that  is  saying  that 
the  Governor  is  so  egregious  with  his  exercise  of  line-item  veto  that 
the  legislature  wants  to  overturn  it.  But  I  would  say  to  the  Chair- 
man, whether  it  is  a  sunset  or  whether  it  is  just  the  ability  of  the 
Congress  to  repeal,  if  a  President  uses  it  for  blackmail  or  extortion, 
this  Congress  will  repeal  that  law  so  fast  and  have  that  on  the 
President's  desk,  if  you  blink,  you  will  miss  it. 

There  is  no  way  this  Congress  is  going  to  let  a  President  use  that 
authority  for  blackmail.  It  is  going  to  have  to  be  exercised  respon- 
sibly or  it  will  not  last.  So  we  would  hope  that  the  committee  would 
work  with  us  in  trying  to  fashion  the  piece  of  legislation  that  would 
be  successful. 

Now,  I  am  speaking  for  myself  and  I  will  let  Senator  McCain 
speak  for  himself.  I  would  certainly  be  open  to  sitting  down  and 
working  with  the  committee  and  other  sponsors  of  line-item  veto  or 
enhanced  rescission  legislation  to  deal  with  the  scope  of  what  is  in- 
cluded. If  we  want  to  look  at  tax  expenditures  or  entitlements,  we 
should  discuss  that.  And  I  am  open  to  finding  that  legislation  that 
will  bring  more  votes  and  more  members  under  the  tent. 

I  would  urge,  however,  that  the  committee  look  seriously  at  re- 
taining the  essential  difference  between  the  McCain-Coats  legisla- 
tion and  the  legislation  introduced  by  the  Chairman  and  the  rank- 
ing member,  and  that  is  the  presumption.  Ours  presumes  that  the 
President's  decision  will  be  effective  unless  we  overturn  it.  It  forces 
us  to  affirmatively  do  something  to  reject  the  President's  decision, 
and  I  think  that  is  the  essential  difference  between  the  two  pieces 
of  legislation. 

We  all  know  that  the  current  system  means  that  the  President 
sends  up  here  rescission  after  rescission  after  rescission,  and  the 
Congress  refuses  to  either  deal  with  it  or  refuses  to  enact  it.  And 
I  think  we  have  to  admit  that  the  current  system  is  not  working 
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and  needs  to  be  improved,  and  I  think  the  critical  difference  is  the 
presumption. 

So  I  thank  the  Chairman  and  I  thank  the  members  of  the  com- 
mittee for  allowing  me  to  testify  and  join  with  Senator  McCain  in 
an  effort  to  move  forward  with  this  legislation  which  is  long  over- 
due. 

Chairman  DOMENICI.  Senator  McCain? 

STATEMENT  OF  HON.  JOHN  McCAIN,  UNITED  STATES 
SENATOR  FROM  THE  STATE  OF  ARIZONA 

Senator  McCain.  Thank  you,  Mr.  Chairman.  I  want  to  just  make 
a  few  additional  remarks,  because  I  think  Senator  Coats  covered  it 
very  well  and  I  know  you  have  many  other  witnesses.  So  let  me 
just  point  out  a  couple  of  facts. 

The  fact  is  that  for  nearly  200  years,  the  President  of  the  United 
States  had  and  exercised  a  line-item  veto  power.  The  fact  is  that, 
President  Jefferson,  was  the  first  President  to  use  the 
empowerment  power  against  the  will  of  Congress  when  Congress 
appropriated  funds  for  some  gunboats  and  he  impounded  the  funds 
and  refused  to  use  them.  And  that  was  a  standard  operating  prac- 
tice up  until  1974  when  because  of  the  egregious  use  of  this  power, 
the  Congress,  in  the  form  of  the  Budget  Empowerment  Act  of  1974, 
repealed  that  authority  on  the  part  of  the  executive  branch. 

So,  Mr.  Chairman,  we  are  not  going  into  new  water.  We  are 
going  back  to  old  water.  We  are  going  back  to  old  ways  where  we 
had  a  much  smaller  deficit  and  a  much  smaller  debt  than  that 
which  we  are  burdening  future  generations  of  Americans  with.  And 
that  is  why  I  do  not  particularly  see  the  relevancy  of  a  sunset  pro- 
vision because  we  can  always  repeal  it,  as  we  did  in  1974  when  it 
was  abused. 

Let  me  also  point  out,  Mr.  Chairman  and  ranking  member,  that 
this  President  of  the  United  States  supports  the  version  as  pro- 
posed by  Senator  Coats  and  myself,  the  House  of  Representatives 
supports  a  proposal  that  will  be  that  of  Senator  Coats  and  myself. 
And  I  did  not  work — I  say  to  Senator  Exon — I  did  not  work  for  the 
last  9  years,  spending  hours  and  hours  and  hours  and  hours  on  the 
floor  of  the  Senate  to  make  some  kind  of  compromise  that  will 
weaken  this  very  important  tool  to  the  degree  where  it  will  not  be 
effective.  And  that  goes  back  to  the  point  that  Senator  Coats 
raised,  and  that  is  on  the  issue  of  presumption.  The  presumption 
must  be  that  the  Congress  overrides  the  President  of  the  United 
States  or  I  will  take  the  other  side  and  filibuster,  which  I  think, 
having  observed  it  on  numerous  occasions,  I  can  be  fairly  good  at. 

So  if  we  are  talking  about  compromise,  fine.  If  we  are  talking 
about  whether  tax  benefits  should  be  part  of  it,  whether  there 
should  be  some  entitlement  issues,  fine.  But  the  basic  fundamental 
difference  here  is  the  presumption,  and  this  presumption  has  got 
to  be  that  the  President's  power  is  there. 

I  would  also  suggest  that  if  a  motion  to  strike  is  raised  and  the 
House  would  support  it,  50  members  in  the  Senate  would  support 
it,  I  see  that  as  an  open-ended  abuse.  Senator  Boxer,  I  am  pleased 
that  your  colleague.  Senator  Feinstein,  does  not  agree  with  you, 
nor  does  the  Governor  of  your  State,  nor  does  the  majority  of  the 
members  of  Congress  from  your  State,  nor  do  the  majority  of  legis- 
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lators  in  those  43  States  who  are  subject  to  Governors  with  line- 
item  vetoes  who  are  almost  overwhelmingly  in  favor  of  the  line- 
item  veto. 

I  would  say  again  to  the  Chairman  and  the  ranking  member,  No- 
vember 8  was  an  important  message.  If  we  choose  to  ignore  that 
message,  and  that  is  that  the  American  people  expect  us  to  behave 
as  every  family  in  America  has  to  behave,  and  that  is,  not  spend 
more  than  we  take  in.  And  to  say  that  a  President  of  the  United 
States  would  be  guilty  of  extortion.  I  keep  hearing  this  word  "extor- 
tion" thrown  around  here.  It  is  an  insult  to  the  judgment  of  the 
American  people. 

The  American  people  have  elected  some  bad  Presidents,  but 
those  bad  Presidents  have  either  been  thrown  out  of  office  or  been 
overridden  by  acts  of  Congress.  I  think  for  us  to  assume  that  a 
President  of  the  United  States  would  practice  extortion  on  the  Con- 
gress of  the  United  States  and  the  people  of  the  United  States  is 
ridiculous. 

Senator  Snowe,  I  appreciate  you  bringing  up  the  fact  that  the 
GAO  identified  $70  billion  in  monies  that  would  have  been  saved 
over  the  last  5  years  by  the  line-item  veto.  Let  me  point  out  to  you 
the  Congressional  Research  Service  pointed  out  to  me  $50  billion 
over  6  years  out  of  the  defense  appropriations  bills  alone  that  were 
spent  that  had  nothing  to  do  with  defense,  nothing  to  do  with  de- 
fense. 

The  favorite  pork  barrel  for  Congress  to  draw  out  of  is  the  de- 
fense appropriations  because  it  is  the  largest.  And  they  seem  to 
disregard  the  fact  that  we  now  have  men  and  women  on  food 
stamps  and  guns  that  cannot  shoot,  and  planes  that  cannot  fly  and 
ships  that  cannot  leave  port.  Why  are  we  spending  billions  and  bil- 
lions of  dollars  on  items  that  have  nothing  to  do  with  our  Nation's 
security? 

If  I  give  you  the  impression  that  I  feel  strongly  about  this  issue, 
it  is  because  I  do.  And  I  have  not  labored  on  it  all  of  these  years 
because  I  have  now  reached  a  point  where  we  are  going  to  "com- 
promise" and  give  the  American  people  something  that  they  do  not 
deserve  and,  frankly,  they  did  not  demand  on  November  8th. 

I  am  pleased  that  the  President  of  the  United  States  is  strongly 
in  support  of  our  bill.  I  am  pleased  that  the  House  of  Representa- 
tives has  written  language  that  they  will  consider  that  was  our  bill, 
and  I  am  pleased  that  the  majority  leader  is  also  cosponsoring  our 
bill,  yours,  as  well. 

I  look  forward  to  the  opportunity  of  working  with  you  on  this 
issue,  but  I  again  want  to  emphasize,  I  am  not  going  to  water  it 
down  and  if  so,  I  will  be  willing  to  fight  on  the  other  side  of  this 
issue  before  I  betray  the  commitment  that  I  made  and  I  think  Sen- 
ator Coats  and  many  others  of  us  made,  and  that  is,  to  get  our  fi- 
nancial house  in  order.  We  cannot  do  it  without  giving  the  Presi- 
dent of  the  United  States  a  meaningful,  strong  line-item  veto.  And 
I  appreciate  the  opportunity  of  testifying  before  you  and  I  thank 
you  for  this  opportunity. 

Chairman  Domenici.  We  are  going  to  proceed  now  to  questions. 
The  order  of  the  questions  will  be  the  order  that  we  arrived.  I  do 
not  think  I  am  going  to  ask  any  questions  other  than  to  say  we  are 
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going  to  do  our  very  best  get  a  bill  passed,  and  a  bill  that  will  be 
effective. 

And  I  am  very  sorry  that  the  Senator  from  Arizona  assumes  that 
this  is  some  attempt  to  achieve  less  than  he  desires.  I  mean,  we 
all  try  to  get  what  we  want  around  here  and  I  compliment  you  for 
trying.  But  beyond  that,  the  Senate  will  work  its  will  and  you  will 
be  part  of  the  Senate  working  its  will.  And  I  compliment  you  for 
that  and  welcome  you  to  the  fray. 

We  have  not  passed  line-item  veto  of  any  type  in  the  Senate  yet, 
so  the  purpose  of  this  hearing  is  to  get  it  to  the  floor  as  quickly 
as  possible  and  to  get  something  passed.  And  I  would  appreciate 
it  if  the  Senator  from  Arizona  would  at  least  understand  that  that 
is  what  we  are  trying  to  do.  If  it  does  not  come  out  totally  his  way, 
he  is  clearly  within  his  bounds  and  within  every  prerogative  to  do 
whatever  he  would  like,  including  filibuster,  I  assume.  That  is  your 
prerogative. 

My  only  question  was  sunset  and  I  heard  the  Senator  from  Ari- 
zona say  he  did  not  think  we  need  a  sunset.  I  heard  Senator  Coats 
say  we  would  repeal  it  at  some  point  in  time,  if  the  President 
abused  the  power.  And,  Senator,  I  say  to  both  of  you,  I  never  used 
any  word  other  than  "abuse".  I  did  not  say  the  President  would  be 
guilty  of  criminal  behavior,  of  extortion.  So  I  would  hope  that  one 
is  not  alluding  to  my  remarks  when  one  says  extortion. 

Senator  Coats  indicated  we  would  repeal  it  one  way  or  another, 
as  I  understood  it,  if  abuse  occurred.  I  understand  the  Senator 
from  Arizona  says  we  do  not  need  a  sunset.  Is  that  essentially  it 
on  either  bill?  Is  that  your  testimony? 

Senator  McCain.  I  do  not  think  we  need  it,  Mr.  Chairman,  but 
I  do  not  think  it  is  a  vital  issue. 

Chairman  DOMENICI.  All  right.  Thank  you  very  much.  Senator 
Snowe,  if  I  have  it  right,  you  are  first  on  our  side. 

Senator  Snowe.  Yes,  thank  you.  And  I  want  to  thank  you  for 
your  testimony  here  this  morning.  One  of  the  issues 

Chairman  DOMENICI.  Senator  Snowe,  I  made  a  mistake. 

Senator  Snowe.  Yes. 

Senator  ExoN.  No,  that  is  perfectly  all  right.  You  go  ahead.  I  can 
follow  Senator  Snowe. 

Chairman  DOMENICI.  I  believe  I  made  a  mistake.  The  ranking 
member  is  recognized. 

Senator  ExON.  Well,  we  have  other  Senators  waiting  to  testify, 
so  I  am  not  going  to  be  asking  any  questions.  I  would  just  simply 
say  that  I  would  hope  that  it  would  be  realized  by  all  that  many 
of  us  have  been  working  here  in  the  vineyards  of  trying  to  get  a 
constitutional  amendment  or  an  enhanced  rescission  for  a  long, 
long  time.  And  I  certainly  am  not  going  to  take  any  attitude  that 
it  is  my  bill  or  none  and  that  nobody  is  sincere  unless  they  back 
my  proposition. 

I  guess  at  least  what  I  have  been  trying  to  do,  what  I  tried  to 
cover  in  my  opening  statement,  is  not  to  go  to  the  well  again  and 
lose.  I  would  think  that  maybe  if  we  can  reach  out — I  had  a  line- 
item  veto  the  last  4  years  I  was  Governor  of  Nebraska  and  I  was 
never  accused  by  anyone  of  using  that  in  a  fashion  of  trying  to 
force  something  down  someone's  throat.  I  did  not  do  it.  I  do  not 
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think  most  Grovernors  would  do  that  and  I  do  not  think  most  Presi- 
dents would  do  that. 

However,  since  that  is  a  strongly  held  view  by  some  on  this  com- 
mittee and  other  members  of  the  Senate,  I  think  it  is  something 
that  has  to  be  addressed  because  what  we  are  trying  to  do  is  get 
the  required  number  of  people  to  pass  a  constitutional  amendment 
to  balance  the  budget. 

I  certainly  am  not  going  to  be  a  part  of  any  filibuster  with  regard 
to  some  kind  of  a  bill  for  enhanced  rescission  or  a  line-item  veto 
because  I  think  it  is  critically  necessary  that  we  move  in  this  fash- 
ion. However,  I  would  point  out  once  again,  Mr.  Chairman,  that 
this  is  only  one  item  and  this  is  not  going  to  be  the  only  way  that 
we  are  going  to  try  and  address  the  serious  deficit,  the  National 
debt  problems  that  we  have. 

I  would  simply  say  that  to  those  who  are  concerned,  as  I  think 
they  are  and  very  legitimately  so  in  their  own  view,  that  the  Presi- 
dent could  hold  this  up  in  some  kind  of  fashion  in  the  form  of  ex- 
tortion or  appearance  of  extortion,  that  if  the  bill  was  in  effect 
along  the  lines  of  that  introduced  by  Senator  Domenici  and  I,  the 
President  would  not  have  very  much  power  because  if  the  Presi- 
dent, under  any  circumstances,  ever  tried  that  in  the  future,  if  our 
proposition  were  law,  I  would  think  that  that  could  be  pointed  out 
on  the  floor  and  I  think  on  a  bipartisan  basis  since  only  50  votes 
would  be  required,  the  President's  threat  of  extortion,  call  it  what 
you  will,  would  not  be  very  effective. 

I  just  hope,  though,  that  those  of  us  who  want  something  like 
this  can  work  together  because  I  can  assure  you  that  there  is  a 
substantial  body  in  the  Senate  on  both  sides  of  the  aisle  that  do 
not  think  we  should  do  anything  at  all  in  this  area.  And  I  hope 
that  we  are  not  going  to  take  such  a  narrow  view  that  we  come  up 
with  nothing,  but  at  least  then  can  say,  "Well,  we  tried." 

I  am  tired  of  trying.  I  would  like  to  get  something  done. 

Thank  you,  Mr.  Chairman. 

Senator  Brown  [presiding].  Thank  you.  Senator. 

The  Senator  from  Maine,  Senator  Snowe? 

Senator  Snowe.  Thank  you,  Mr.  Chairman. 

A  couple  of  questions  in  terms  of  differences  between  S.  4  and 
S.  14.  What  is  your  opinion  about  including  part  of  the  tax  benefits 
and  direct  spending? 

Senator  McCain.  Senator  Snowe,  I  believe  that  it  probably  is 
something  that  is  beneficial  in  the  long  run  to  have  that  applica- 
tion. At  the  same  time,  I  would  not  like  to  see  it  as  diluting  the 
effort  for  a  line-item  veto,  per  se.  And  so  I  am  somewhat  ambiva- 
lent. If  it  is  something  that  is  generally  accepted  by  the  majority 
of  the  Senate,  then  I  do  not  have  a  big  problem  with  it. 

But  if  it  is  used  as  a  reason  not  to  support  a  line-item  veto,  then 
obviously  I  would  oppose  it  because  I  believe,  although  important, 
it  is  of  secondary  importance  to  the  actual  line-iteming  of  appro- 
priations bills. 

Senator  COATS.  I  generally  agree  with  that.  I  think  if  it  can  en- 
hance the  passage  of  a  measure  and  actually  result  in  better  fiscal 
discipline  on  our  part,  then  I  certainly  would  want  to  include  it.  I 
would  only  oppose  it  if  it  provided  an  excuse  for  members  to  defeat 
the  underlying  measure.  But  I  hope  that  would  not  be  the  case. 
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Senator  Snowe.  And  one  other  question;  in  S.  14,  there  is  lan- 
guage that  gives  the  President  the  authority  to  designate  specific 
amounts  for  deficit  reduction.  Do  you  think  that  is  something  that 
you  would  support  including  in  your  legislation? 

Senator  Coats.  That  is  an  item  I  would  have  to  look  at.  I  would 
be  happy  to  work  with  the  sponsors  of  that  bill  to  understand  just 
exactly  how  that  would  work.  I  think  the  same  answer  would 
apply,  as  before,  and  that  is.  Senator  McCain  and  I  are  committed 
not  to  doing  anything  which  provides  members  an  excuse  not  to 
vote  for  it,  or  weakens  the  chances  of  passage. 

If  it  enhances  the  chances  of  passage,  I  think  we  would  like  to 
do  that,  retaining  the  fundamental  underlying  principle  of  making 
sure  that  the  President  has  authority  which  works. 

We  have  operated  under  a  system  which  gives  the  President  the 
authority — he  has  rescission  authority  now  but  it  does  not  work — 
and  we  £dl  know  that  rescissions  the  President  sends  up  enter  a 
deep,  dark  hole,  never  to  emerge. 

So  we  want  to  change  that  process  by  giving  the  President  the — 
making  his  decision  have  precedence,  giving  it  presumption,  and 
requiring  a  greater  act,  a  two-thirds  vote,  if  the  President  vetoes 
our  disapproval,  so  that  it  has  some  teeth  in  it. 

Right  now,  it  has  no  teeth  in  it.  We  want  to  pass  something  that 
is  strong,  and  that  works. 

Senator  Snowe.  OK.  Thank  you. 

Chairman  DOMENICI.  Senator  Murray,  you  are  next. 

Senator  Murray.  Thank  you,  Mr.  Chairman.  Obviously  this  will 
be  on  the  floor  and  we  will  have  plenty  of  time  to  debate,  so  I  will 
hold  my  comments  until  then.  Thank  you. 

Chairman  DOMENICI.  Passed.  Who  is  next?  Senator  Abraham. 

Senator  Abraham.  I,  too,  would  hold  my  comments  at  this  point. 

Chairman  DOMENICI.  Who  is  next?  Senator  Boxer. 

Senator  Boxer.  Thanks  very  much,  Mr.  Chairman.  I  would  say 
to  Senator  McCain — he  pointed  out  how  many  people  in  my  state 
are  for  the  line-item  veto,  and  he  is  entirely  correct.  But  I  just 
want  it  known  that  I  do  not  always  go  along  with  the  crowd,  and 
I  know  that  Senator  McCain  does  not  always  go  along  with  the 
crowd  on  other  issues  as  well. 

I  have  seen  him  in  a  position  of  fighting  for  something,  that  per- 
haps was  not  the  politically  popular  thing  at  the  moment. 

So,  frankly,  I  feel  rather  proud  at  this  moment  because  I  think 
that  being  a  strong  voice  for  the  Constitution,  and  the  Founders' 
vision  of  balance  of  powers  is  a  very  solid  position,  even  though  it 
is  a  fairly  conservative  position  to  take. 

Now  I  see  here,  today,  that  the  President  certainly  does  support 
this,  and  I  am  not  surprised.  If  I  was  in  that  situation,  why  not 
get  more  power?  I  mean,  basically  he  says  I  want  a  strong  version 
of  the  line-item  veto.  Certainly,  he  does. 

But  why  we  would  sit  here,  again,  and  it  seems  to  me,  give  away 
very  important  responsibility?  I  do  not  use  the  word  power,  I  say 
responsibility. 

I  also  want  to  comment  on  my  two  colleagues,  who  are  very  pow- 
erful, but  I  really  have  to  say  that  the  word  extort,  as  I  believe  the 
record  will  show,  was  really  brought  into  the  conversation  by  Sen- 
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ator  Coats,  who  said,  quote — and  I  wrote  it  down,  and  we  could 
have  the  court  reporter  read  it  back. 

But  he  said,  I  believe,  we  are  extorting  the  public,  we,  meaning 
the  Congress;  we  are  politically  extorting.  That  is  what  Senator 
Coats  said. 

And  I  just  want  to  say  that  I  have  great  respect  for  Senator 
Coats,  but  I  take  offense  at  that,  and  I  want  to  disassociate  myself 
with  that. 

Because  I  feel  when  I  go  to  bat  for  my  State,  it  is  for  things  that 
are  necessary. 

So  I  feel  very  strongly,  that  to  turn  this  around  the  way  it  was 
turned  around,  is  something  I  do  not  go  along  with. 

I  also  think  it  is  important  to  note,  that  when  Senator  Coats 
said,  look,  in  the  families  today — and  he  said  whether  it  is  a  single 
mother  with  kids,  or  a  dual  family  household — you  know — they 
cannot  go  ahead  and  do  things  they  cannot  afford. 

I  wish  it  was  the  case,  that  we  did  not  have  debt  in  the  private 
sector,  and  I  am  sure  the  Senator  is  aware — private  debt  for  busi- 
ness is  greater  than  this  Government's  debt.  It  is  3.848  trillion.  Pri- 
vate debt  for  households  is  even  larger,  Mr.  Chairman.  It  is  4.518. 
And  State  and  local  government,  despite  the  fact  that  everybody 
says  they  have  balanced  budgets,  they  go  out  and  borrow.  They 
have  bonded  indebtedness,  almost  a  trillion  dollars. 

So  I  make  my  point:  I  do  not  think  it  is  healthy.  I  saw  this  deficit 
go  up.  After  Jimmy  Carter  left,  it  was  about  $50  billion,  and  when 
George  Bush  left,  I  do  not  know — we  were  getting  toward  $300 
hundred  billion.  Fifty  billion  to  almost  $300  billion. 

As  we  know,  that  was  more  debt  than  accumulated  from  all  the 
years,  from  George  Washington  to  Jimmy  Carter.  So  obviously  this 
is  not  good;  it  is  not  good  for  our  businesses  to  be  too  overly  in 
debt,  although  debt  is  certainly  a  part  of  expansion  of  business. 

And  it  is  not  good  to  be  too  much  in  debt  for  households,  al- 
though if  you  are  in  debt  because  you  have  a  mortgage,  this  is  obvi- 
ously something  that  we  approve  of. 

But  to  say  that  Government  is  the  only  sector,  or  to  imply  that, 
I  think  is  misleading. 

Let  me  just  conclude  here  and  ask  some  questions. 

Senator  McCain,  you  asked  Olympia  Snowe,  Senator  Snowe,  if 
she  had  seen  the  GAG  study.  She  had  referred  to  it. 

Did  you  see  the  CRS,  Congressional  Research  Service,  that  actu- 
ally analyzed  that  study?  Were  you  familiar  with  that? 

Senator  McCain.  I  have  seen  many  Congressional  Research 
Service  studies.  I  do  not  know  which  one  you  are  referring  to,  so 
I  would  have  to  see  it  to  tell  you  whether — I  have  read  many  of 
them,  so  I  would  have  to  look  at  it. 

And  I  would  like  to  disassociate  myself  from  your  remarks,  that 
says 

Senator  BoxER.  That  is  fine.  If  you  might  wait  until  afl^er  I  fin- 
ish. 

Senator  McCain  [continuing].  The  President  of  the  United  States 
may  not  get — why  not  get  more  power?  I  do  not  believe  that  this 
President  of  the  United  States  is  seeking  more  power.  I  believe 
that  the  President  of  the  United  States  is  seeking  to  have  a  bal- 
anced budget  and  reduce  the  debt. 
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And  I  do  not  believe  he  is,  sajdng,  "Why  not  get  more  power?" 
I  think  he  is  interested  in  having  the  same  tools  that  he  had  when 
he  was  governor  of  Arkansas,  which  gave  him  the  experience,  and 
appreciation  that  the  line-item  veto  is  a  vital  tool. 

So  I  would  like  to  disassociate  myself  from  your  remarks  about 
if  I  were  President  of  the  United  States,  why  not  get  more  power. 
I  thank  you. 

Senator  BoXER.  Well,  Mr.  Chairman,  if  I  might  say,  we  are  not 
legislating  for  this  President,  who  I  incline  to  agree  with  on  a  lot 
of  his  priorities,  and  I  agree  with  you  as  for  his  goals.  We  are  mak- 
ing legislation  here.  You  do  not  even  want  to  sunset  it.  It  would 
last  forever,  and  who  knows  the  future? 

I  think  it  is  human  nature,  and  if  anyone  can  disprove  this,  that 
is  fine;  that  the  Executive  Branch  usually  thinks  it  knows  best. 
That  is  my  experience. 

But  I  would  just  conclude  by  saying  the  CRS  study  that  I  will 
ask  unanimous  consent  to  place  in  the  record,  the  report  here, 
showed  that  the  GAO  study  was  fatally  flawed. 

I  would  also  like  to  include  in  the  record  this  article  from  CQ, 
which  says,  and  I  quote:  The  study  of  Wisconsin's  line-item  veto  is 
as  follows:  Even  before  he  took  office,  a  study  of  542  line-item  ve- 
toes by  Thompson's  predecessors — these  are  the  governors  of  Wis- 
consin— found  they  were,  quote,  used  primarily  as  a  tool  of  policy 
making  and  partisan  advantage  rather  than  fiscal  restraint,  un- 
quote. 

I  would  like  to  put  this  article  in  the  record  and  the  other  one 
as  well.  Thank  you,  Mr.  Chairman. 

[The  CRS  evaluation  report  and  CQ  report  follow:] 

The  CRS  Evaluation  of  the  GAO  Line-Item  Veto  Report 

[Reprinted  from  the  Congressional  Record  April  30,  1992] 

Mr.  BYRD.  Mr.  President,  last  January,  the  General  Accounting  Office  issued  an 
unsolicited  report  entitled,  "Line  Item  Veto — Estimating  Potential  Savings"  which 
made  exaggerated  claims  of  the  budgetary  savings  that  would  have  occurred  if 
President  Reagan  had  had  line-item  veto  authority  for  fiscal  years  1984  through 
1989.  On  March  17,  I  asked  the  Congressional  Research  Service  to  evaluate  the 
GAO  report,  and  on  March  23,  the  CRS  responded  with  a  detailed  analysis. 

The  Congressional  Research  Service  found  such  serious  flaws  in  the  GAO  report 
as  to  invalidate  its  results.  In  summary,  CRS  said: 

We  believe  that  a  more  realistic  and  more  useful  estimate  of  savings 
would  be  $2-$3  billion  over  a  6-year  period  and  probably  less.  The  following 
considerations  lead  us  to  the  more  modest  figure  for  savings  from  an  item 
veto.  The  report  reaches  the  $70  billion  figure  by  making  a  series  of  as- 
sumptions that  inflate  the  estimated  savings:  (1)  accepting  SAPs  prepared 
earlier  in  the  process  as  a  reliable  guide  to  what  happens  later  when  Presi- 
dents receive  appropriations  bills,  (2)  giving  Congress  no  credit  for  deleting 
items  through  the  alternative  rescission  process,  (3)  double-counting  pro- 
gram terminations,  (4)  assuming  that  a  one-time  "savings"  from  an  item 
veto  is  not  used  elsewhere  for  another  program  so  activity,  (5)  ignoring 
presidential  use  of  item-veto  authority  to  promote  executive  spending  initia- 
tives, (6)  giving  inadequate  attention  to  the  modest  record  of  item-veto  sav- 
ings at  the  State  level,  and  (7)  assuming  that  Congress  never  overrides  an 
item  veto  (pages  4-7). 

Estimated  line-item  veto  savings  of  $2-$3  billion  over  6  years  works  out  to  be- 
tween $333  and  $500  million  a  year.  Such  savings  would  amount  to  between  two 
and  three  one-hundredths  of  1  percent  of  Federal  outlays. 

The  most  fundamental  flaws,  among  the  seven  found  by  CRS,  was  the  use  of  se- 
lected 0MB  Statements  of  Administration  Policy  (SAP's)  as  the  basis  for  estimating 
potential  line-item  veto  savings.  GAO  chose  SAP's  reacting  to  House  and  Senate  Ap- 
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propriations  Committee  actions,  and  not  later  SAP's  sent  just  prior  to  House-Senate 

conferences,  because  they  maximize  the  potential  savings.  As  GAO  noted,  those 

later  SAP's  are  usually  much  smaller  than  the  earlier  ones.  CRS  found  that: 

To  be  precise,  SAP-based  estimates  overstate  savings  by  a  factor  of  23  for 
1988.  If  that  ratio  is  applied  to  the  6-year  period,  likely  savings  drop  from 
$70.6  billion  to  $3.03  billion. 

Curiously,  the  report  "judged  that  SAPs  are  a  reasonable  indicator  to  the 
maximum  savings  that  might  have  been  achieved  if  a  President  had  used 
line  item  veto  authority  in  the  period  we  studied"  (p.  9).  From  its  own  anal- 
ysis, SAPs  appear  to  be  an  unreasonable  indicator,  unless  they  are  used 
solely  for  the  purpose  of  estimating  "maximum"  savings  rather  than  likely 
savings.  Also  on  page  9,  the  report  states  that  "it  is  impossible  to  determine 
conclusively  whether  or  not  the  SAP-based  estimates  developed  for  this  re- 
port accurately  reflect  the  way  a  President  who  had  actually  had  line  item 
veto  authority  in  the  period  1984  through  1989  would  have  used  that  au- 
thority." If  the  analysis  is  that  difficult  to  prove  conclusively,  why  release 
a  report  that  gives  readers  the  impression  that  $70  billion  could  have  been 
saved  over  a  6-year  period? 
Why  indeed,  Mr.  President?  CRS  finds  that  GAO  estimate  to  be  unfounded  in  the 

extreme,  so  I  caution  those  who  may  read  the  GAO  study  to  avoid  leaping  to  the 

same  conclusions  as  GAO  has. 
I  ask  unanimous  consent  that  my  letter  and  the  CRS  analysis  be  entered  into  the 

Record  at  the  conclusion  of  my  remarks. 
There  being  no  objection,  the  material  was  ordered  to  be  printed  in  the  Record, 

as  follows: 

Congressional  Research  Service, 

Washington,  DC,  March  23,  1992. 
To:  Senator  Robert  C.  Byrd,  Chairman,  Senate  Committee  on  Appropriations. 
From:  Louis  Fisher,  Senior  Specialist  in  Separation  of  Powers. 
Subject:  GAO's  report  on  "Line-Item  Veto"  (January  1992). 

This  memorandum  responds  to  your  letter  of  March  17,  requesting  us  to  evaluate 
a  General  Accounting  Office  report  entitled  "Line-Item  Veto — Estimating  Potential 
Savings"  (January  1992). 

The  report  estimates  that  a  presidential  line-item  veto,  applied  to  fiscal  years 
1984  through  1989,  could  have  saved  $70  billion  over  the  6-year  period.  The  report's 
methodology  rests  primarily  on  an  examination  of  Statements  of  Administration  Pol- 
icy (SAPs)  that  0MB  provides  to  Congress,  stating  administration  objections  to  spe- 
cific items  in  appropriations  bills  being  considered. 

As  indicated  in  the  title  and  explained  in  the  text,  the  report  was  intended  to  dis- 
cover the  maximum  possible  savings  that  could  be  achieved  through  a  item  veto.  As 
noted  on  page  3:  "The  objectives  of  this  study  were  to  estimate  savings  likely  .  .  ." 
And  on  page  14:  "In  all  cases,  we  tried  to  give  the  benefit  of  the  doubt  to  the  Presi- 
dent; that  is,  we  used  the  broadest  possible  interpretation  of  SAP  items  to  show  the 
maximum  possible  savings  estimates." 

We  believe  that  a  more  realistic  and  more  useful  estimate  of  savings  would  be 
$2-$3  billion  over  the  6-year  period  and  probably  less.  The  following  considerations 
lead  us  to  the  most  modest  figure  for  savings  from  an  item  veto.  The  report  reaches 
the  $70  billion  figure  by  making  a  series  of  assumptions  that  inflate  the  estimated 
savings:  (1)  accepting  SAPs  prepared  early  in  the  process  as  a  reliable  guide  to  what 
happens  later  when  Presidents  receive  appropriations  bills,  (2)  giving  Congress  no 
credit  for  deleting  items  through  the  alternative  rescission  process,  (3)  double-count- 
ing program  terminations,  (4)  assuming  that  a  one-time  "savings"  from  an  item  veto 
is  not  used  elsewhere  for  another  program  or  activity,  (5)  ignoring  presidential  use 
of  item-veto  authority  to  promote  executive  spending  initiatives,  (6)  giving  inad- 
equate attention  to  the  modest  record  of  item-veto  savings  at  the  State  level,  and 
(7)  assuming  that  Congress  never  overrides  an  item  veto  (pages  4  and  7). 

1.  Use  of  SAPs.  The  $70  billion  estimate  results  primarily  from  the  way  the  report 
relies  on  SAPs.  The  report  assumes  that  the  President  "would  have  used  line  item 
authority  successfully  to  reject  each  and  every  specific  item  to  which  objections  were 
raised  in  the  SAPs"  (p.  4).  The  report  selected  a  SAP  reacting  to  a  House  appropria- 
tions action  and  a  SAP  reacting  to  a  Senate  appropriations  action  for  each  of  the 
appropriations  bills.  However,  the  report  did  not  use  SAPs  "sent  just  prior  to  House- 
Senate  conferences"  (p.  14).  Had  it  done  so,  estimated  savings  would  nave  been  less. 
As  the  report  explains,  SAPs  sent  just  prior  to  House-Senate  conferences  are  not 
"as  inclusive  as  SAPs  sent  earlier  in  the  process.  The  Administration  sometimes 
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'gives  up'  on  objectionable  items  that  will  not  be  affected  by  conference  action  and 
dwells  only  on  those  which  can  still  be  altered  (so-called  'conferenceable'  items)"  (p. 
14).  The  selection  of  early  SAPs  inflates  potential  savings  from  an  item  veto. 

SAPs  are  not  a  reliable  guide  to  what  Presidents  might  item  veto.  As  appropria- 
tions bills  move  through  the  legislative  process,  the  President's  position  on  specific 
items  shifts  in  many  cases  from  a  flrm  No  to  an  accommodation.  In  the  end,  what 
counts  are  not  the  SAPs  produced  when  a  bill  clears  a  committee  or  passes  one  of 
the  chambers.  The  crucial  point  is  the  President's  position  when  a  bill  is  in  con- 
ference. At  that  stage,  the  Administration  hangs  tough  on  some  items  and  acqui- 
esces on  others.  As  the  report  later  states,  "the  SAP-based  estimates  might  have 
overstated  the  potential  savings  from  a  presidential  line-item  veto.  For  example,  a 
President  might  have  chosen  not  to  exercise  the  veto  on  all  items  to  which  objections 
were  raised  in  the  SAPs"  (p.  8). 

2.  Theoretical  vs.  Realistic  Savings.  The  report  estimates  savings  that  "might 
have  occurred"  or  spending  that  "could  have  been  reduced"  (p.  1).  This  choice  of 
"might"  and  "could"  tilts  the  analysis  toward  the  maximum  highest  number.  Avail- 
able data  clearly  indicates  that  a  $70  billion  saving  over  a  6-year  period  is  unrealis- 
tic. The  report  acknowledges  that  other  Administration  documents  reveal  that  an 
analysis  based  on  SAPs  "may  overstate  the  savings  that  would  have  occurred"  (p. 
2).  There  is  a  substantial  difference  in  moving  from  might/could  (theoretically  pos- 
sible) to  would  (likely  to  occur). 

The  report  notes  that  an  0MB  report  in  1988  "indicated  that  the  President  would 
have  vetoed  much  smaller  amounts  than  those  the  SAPs  identified  as  objectionable 
for  that  year"  (p.  2).  The  0MB  report  is  a  valuable  guide  to  what  Presidents  are 
likely  to  do  with  item-veto  authority.  The  SAP-based  estimate  of  line-item  veto  sav- 
ings for  1988  is  $12.6  billion  in  budget  authority.  The  0MB  report  identified  only 
$540  miUion  in  potential  savings  from  item  vetoes  (p.  9).  The  GAO  study  admits 
that  the  SAP-based  estimates  "may  overstate"  the  potential  savings  from  a  line  item 
veto  (p.  9). 

To  be  precise,  SAP-based  estimates  overstate  savings  by  a  factor  of  23  for  1988. 
If  that  ratio  is  applied  to  the  6-year  period,  likely  savings  drop  from  $70.6  billion 
to  $3.03  billion. 

Curiously,  the  report  "judged  that  the  SAPs  are  a  reasonable  indicator  of  the  max- 
imum savings  that  might  have  been  achieved  if  a  President  had  used  line-item  veto 
authority  in  the  period  we  studied"  (p.  9).  From  its  own  analysis,  SAPs  appear  to 
be  an  unreasonable  indicator,  unless  tney  are  used  solely  for  the  purpose  of  estimat- 
ing "maximum"  savings  rather  than  likely  savings.  Also  on  page  9,  the  report  states 
that  "it  is  impossible  to  determine  conclusively  whether  or  not  the  SAP-based  esti- 
mates developed  for  this  report  accurately  reflect  the  way  a  President  who  had  actu- 
ally had  line-item  veto  authority  in  the  period  1984  thruogh  1989  would  have  used 
that  authority."  If  the  analysis  is  that  difficult  to  prove  conclusively,  why  release 
a  report  that  gives  readers  the  impression  that  $70  billion  could  have  been  saved 
over  a  6-year  period? 

3.  Double-counting  (rescissions).  Even  a  figure  of  $3  billion  over  the  6-year  period 
probably  overstates  what  might  have  been  saved  through  an  item  veto.  The  report 
does  not  deduct  from  its  $70  billion  estimate  the  savings  that  result  from  the  Presi- 
dent's current  authority  to  rescind  appropriations.  For  the  years  in  question.  Presi- 
dent Reagan  asked  Congress  to  rescind  $18.6  billion  from  fiscal  year  1984  through 
1989.  Congress  rescinded  $0.4  billion.  However,  over  that  same  period  of  time,  Con- 
gress initiated  and  enacted  144  rescission  actions  totaling  $24  billion.  It  can  be  as- 
sumed that  some  of  the  items  rescinded  appeared  earlier  in  SAPs.  The  report  there- 
fore credits  the  item  veto  for  some  savings  that  were  achieved  by  existing  rescission 
procedures. 

The  potential  of  rescission  authority  for  deleting  appropriations  items  is  borne  out 
by  the  first  3  years  of  the  Reagan  administration.  From  fiscal  1981  through  1983, 
President  Reagan  proposed  $24.8  billion  in  rescissions  and  Congress  approved  $16.1 
billion.  In  addition  to  rescissions  proposed  by  the  President,  Congress  has  initiated 
and  enacted  a  total  of  $36.2  billion  in  rescissions  since  the  Budget  Act  of  1974. 

4.  Double-counting  (Program  Terminations).  The  report  estimates  that  71  Federal 
programs  would  have  been  terminated  with  an  item  veto,  including  the  Economic 
Development  Administration,  Legal  Services  Corporation,  and  Amtrak.  Those  pro- 
grams were  "repeatedly  proposed"  for  termination  in  SAPs  during  that  period  (p.  8). 
To  the  extent  that  programs  were  recommended  for  termination  in  more  than  one 
of  the  6  years  of  SAPs,  did  the  report  rely  on  double-counting? 

If  the  President  had  item-vetoed  Amtrak  on  fiscal  1984  and  Congress  failed  to 
override,  it  might  be  proper  to  credit  the  President  with  $716.4  million  in  savings 
for  that  year.  But  is  it  proper  to  credit  the  President  with  savings  for  the  next  5 
years  (fiscal  1985  through  1989)?  Suppose  the  President  recommended  no  funds  for 
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Amtrak  in  his  fiscal  1995  budget,  Congress  inserted  the  money  against  his  wishes, 
the  President  item  vetoed  that  amount  and  Congress  failed  to  override.  Again  the 
President  is  credited  with  savings  for  fiscal  1985.  Will  that  scenario  be  repeated  for 
the  next  4  years?  Is  it  reasonable  to  assume  that  Congress  will  always  reintroduce 
funds  for  programs  that  had  been  terminated?  That  assumption  seems  unreason- 
able. Operating  under  that  assumption,  a  President  receives  credit  for  a  savings  in 
1  year,  no  matter  how  long  ago,  and  receives  perpetual  credit  thereafter.  According 
to  that  scenario,  a  President  could  terminate  a  program  in  1812  and  receive  credit 
every  year  after  that. 

It  is  not  even  clear  that  the  President  should  be  credited  with  $716.4  million  in 
savings  for  the  first  year.  In  terminating  an  agency  like  Amtrak,  are  there  no  termi- 
nation costs  for  outstanding  contracts  and  serverance  pay  for  agency  personnel?  Can 
those  costs  be  absorbed  by  the  previous  appropriation  or  will  supplemental  appro- 
priations be  needed  for  the  phase-out?  In  case  of  an  agency  like  the  Economic  Devel- 
opment Administration,  if  it  is  legally  impossible  to  fire  all  of  the  employees,  will 
other  agencies  be  required  to  absorb  these  people?  Because  of  these  considerations, 
net  savings  will  be  less  than  the  report  indicates. 

5.  Assuming  that  "Savings"  are  Permanent.  The  report  assumes  that  each  presi- 
dential saving,  obtained  through  the  item  veto,  is  permanent  and  will  remain  un- 
touched by  other  governmental  pressures.  That  assumption  is  contradicted  by  the 
expericence  of  the  budget  process.  Under  Section  302(b)  of  the  Budget  Act  of  1974, 
Congress  allocates  ceilings  to  the  appropriations  subcommittees.  It  is  well-known 
that  if  the  subcommittee  report  a  bill  substantially  under  the  allocation,  it  invites 
amendments  on  the  floor  that  bring  the  aggregate  back  toward  the  ceiling.  Thus, 
a  "savings"  by  the  subcommittee  is  quite  temporary  and  is  unlikely  to  last. 

Why  assume  that  "savings"  from  a  presidential  item  veto  will  be  any  more  perma- 
nent? It  is  more  likely  that  a  successful  item  veto  (say  of  Amtrak  in  the  above  exam- 
ple) will  unleash  spending  proposals  by  the  executive  and  legislative  branches.  The 
savings  might  be  transitory,  quickly  neutralized  by  a  spending  initiative  in  a  forth- 
coming supplemental  appropriations  bill. 

6.  Presidential  Spending  Initiatives.  The  figure  of  $3  billion  also  overstates  sav- 
ings because  the  study  assumes  that  Presidents  are  interested  only  in  reduced  Fed- 
eral expenditures.  Yet  Presidents  have  their  own  programs  and  activities  that  they 
advocate,  and  the  availability  of  an  item  veto  could  be  an  important  weapon  in  co- 
ercing legislators  to  support  White  House  spending  priorities.  Armed  with  an  item 
veto,  a  President  could  tell  legislators  that  a  project  or  program  in  their  district  or 
State  will  be  item-vetoed  unless  they  support  the  President's  spending  goals.  If  the 
legislators  and  the  President  reach  an  amicable  agreement,  legislative  ad-ons  would 
be  preserved  along  with  presidential  add-ons.  Since  these  interbranch  conversations 
would  likely  remain  confidential,  the  public  would  never  know  that  the  item  veto 
can  increase  Federal  spending.  A  balanced  assessment  of  the  item  veto  must  take 
into  account  this  dynamic  in  executive-legislative  relations. 

7.  Studies  at  the  State  Level.  Appendix  III  of  the  report  summarizes  the  studies 
at  the  State  level  that  estimate  spending  reductions  from  an  item  veto.  The  report 
states  that  this  literature  "exhibits  no  apparent  consensus"  on  the  budgetary  impact 
of  an  item  veto,  and  yet  the  consensus  in  Appendix  III  seems  clearly  that  the  item 
veto  yields  no  fiscal  restraint.  Of  the  eight  studies  summarized,  seven  conclude  that 
the  item  veto  is  not  a  tool  for  fiscal  restraint.  Instead,  it  is  used  primarily  to  ad- 
vance partisan  interests  and  executive  spending  programs.  The  only  study  that  is 
optimistic  about  potential  savings  from  an  item  veto  was  coauthored  by  James  C. 
Miller  III,  who  served  as  0MB  Director  in  the  Reagan  administration.  These  studies 
should  have  cautioned  against  announcing  a  $70  billion  Federal  saving  over  a  6-year 
period. 


State  Vetoes  Are  A  Mixed  Blessing 

[Reprinted  from  Congress  Quarterly] 

Supporters  of  the  line-item  veto  say  it  is  among  the  most  powerful  budget  cutting 
tool  they  can  give  the  president.  But  if  the  experience  of  tne  States  is  any  guide, 
the  line-item  veto  is  no  panacea. 

Those  who  have  studied  the  record  in  the  43  States  in  which  governors  have  line- 
item  veto  power  say  that  its  effect  on  the  size  of  State  budgets  is  fairly  minimal. 
And  in  the  hands  of  an  aggressive  governor  like  Wisconsin  Republican  Tommy  G. 
Thompson,  the  veto  involves  much  more  than  fiscal  restraint. 
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Thompson  possesses  what  is  considered  the  most  powerful  line-item  veto  of  any 
governor  because  he  can  veto  individual  words — not  just  lines — out  of  budget  bills. 

Thompson  is  not  shy  about  wielding  the  veto;  he  has  used  it  more  than  1,500 
times.  In  1987,  the  newly  elected  Thompson  enraged  the  Democrat-dominated  State 
legislature  by  using  his  veto  to  delete  individual  letters,  words  and  lines  from  the 
budget  to  spell  out  entirely  different  provisions.  The  most  famous  of  these  vetoes 
involved  changing  a  juvenile  justice  provision  to  alter  the  maximum  detention  time 
for  certain  juveniles  offenders  from  "48  hours"  to  a  time  period  of  "10  days."  Wiscon- 
sin voters  subsequently  amended  the  State  Constitution  to  bar  this  so-called  Vanna 
White  veto,  (dubbed  for  the  woman  who  turns  the  letter  for  "Wheel  of  Fortune,"  the 
popular  TV  game  show).  Thompson  can  still  delete  whole  words  but  not  individual 
letters. 

Thompson  is  Exhibit  A  to  those  who  say  the  line-item  veto — or  its  potentially 
more  powerful  counterpart,  enhanced  rescission  authority — would  shift  too  much 
power  from  Congress  to  the  White  House.  Even  before  he  took  office,  a  study  of  542 
line-item  vetoes  by  Thompson's  predecessors  found  that  they  were  "used  primarily 
as  a  tool  of  policymaking  and  partisan  advantage  rather  than  fiscal  restraint."  In 
the  study.  University  of  Wisconsin  political  scientist  James  Goaling  also  found  that 
line-item  vetoes  produced  budget  cuts  that  ranged  from  .006  percent  to  2.5  percent. 

"In  the  States,  [the  line-item  veto]  has  made  very  little  difference  in  most  cases," 
said  Neil  Berch,  a  political  scientist  at  West  Virginia  University  who  has  studied 
the  issue.  Berch  estimates  that  the  use  of  the  line-item  veto  typically  cuts  less  than 
1  percent  from  State  budgets. 

State  legislatures  are  required  to  produce  balanced  budgets,  however,  so  there  is 
less  need  to  use  the  veto  to  cut  the  budget,  Berch  said.  On  the  national  level,  be- 
cause of  perenennial  Federal  budget  deficits,  the  line-item  veto  could  produce  larger 
cuts  as  presidents  look  to  close  the  gaps 

To  supporters,  like  Republican  Rep.  Michael  N.  Castle,  who  wielded  the  line-item 
veto  during  his  8-year  tenure  as  governor  of  Delaware,  the  veto  is  a  way  for  the 
executive  branch  to  play  a  greater  role  in  the  budget  process.  Just  as  effective  as 
the  veto  is  the  threat  of  the  veto,  Castle  said. 

The  end  result,  he  said,  is  less  pork  barrel  spending  and  budgetary 
micromanagement  by  legislature. 

For  example.  Castle  used  his  veto  to  cut  from  budget  bills  language  that  would 
have  directed  where  new  traffic  lights  would  be  located. 

And  the  threat  of  a  veto  was  enough  to  block  a  pension  increase  for  State  legisla- 
tors. 

"It  forces  the  legislature  and  the  executive  to  sit  down  and  iron  out  a  lot  of  the 
budgetary  matters  before  it  gets  to  the  executive,"  Castle  said  in  a  recent  interview. 
"It  brings  the  executive  into  the  process  in  a  positive  way." 

Castle  discounts  the  idea  that  the  line-item  veto  would  be  abused  by  the  Presi- 
dent. "If  an  executive  does  not  exercise  it  very  cautiously,  he  or  she  will  get  in  seri- 
ous trouble  with  their  legislature  and  the  electorate,"  he  said.  "I  think  most  execu- 
tives use  it  very  cautiously." 

Several  line-item  veto  experts  say  that  it  is  most  useful  in  excising  or  preventing 
the  most  egregious  types  of  pork  barrel  spending. 

"It  adds  a  level  of  deterrence  to  some  of  the  most  ridiculous  spending,"  said 
Dominic  Calabro,  president  of  Florida  TaxWatch,  an  independent  watchdog  group. 
Each  year,  after  the  Florida  Legislature  passes  the  budget,  Calabro's  group  annually 
publicizes  a  list  of  "budget  turkeys"  and  recommends  the  governor  veto  them.  This 
year,  for  example,  $500,000  for  "mosquito  research"  was  vetoed  after  TaxWatch's  an- 
nual news  conference. 

— Andrew  Taylor 

Senator  McCain.  Mr.  Chairman,  I  would  also  ask  to  be  included 
in  the  record  the  CRS  study  that  showed  that  $50  billion  in  the 
last  6  years,  that  were  spent  in  defense  appropriation  bills,  had 
nothing  to  do  with  defense. 

Chairman  DoMENici.  We  will  make  that  a  part  of  the  record,  if 
you  will  present  it  to  us. 

[CRS  study  report  follows:] 
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CRS 


Congressional  Research  Service  •  The  Library  of  Congress  •  Washington,  D.C.  20540-7000 

March  21,  1994 
To: 

From:  Stephen  Daggett,  Specialist  in  National  Defense  and  Keith  Berner,  Consult- 
ant in  National  Defense,  Foreign  Affairs  and  National  Defense  Division 

Subject:  Items  in  the  Department  of  Defense  budget  that  may  not  be  directly  related 
to  traditional  military  capabilities. 

As  you  requested,  attached  are  tables  identifying  items  in  annual  Department  of 
Defense  (DOD)  budgets  for  fiscal  years  1990  through  1995  that  some  may  consider 
not  to  contribute  wholly  and  directly  to  DOD's  primary  military  mission  of  deterring 
and  fighting  wars.  Figures  are  provided  throughout  in  current  year  dollars  and  total 
lines  are  provided  in  constant  fiscal  year  1995  dollars,  as  well. 

The  bulk  of  the  data  you  requested  is  presented  in  Table  1.  Table  2  presents  addi- 
tional programs  that  fit  the  overall  criteria.  These  programs  are  not  included  in 
Table  1  because  they  appear  in  duplicate  programs  listed  in  Table  1  (see  the  foot- 
notes following  Table  2  for  more  information).  Because  Table  2  is  not  intended  to 
provide  a  comprehensive  listing,  it  does  not  include  total  lines. 

In  compiling  these  lists,  we  have  not  attempted  to  make  any  firm  judgments 
about  the  extent  to  which  individual  items  may  or  may  not  contribute  to  DOD's 
military  capabilities.  Rather,  we  have  identified  a  broad  range  of  activities  that  may 
or  may  not  be  considered  peripheral  to  DOD's  primary  military  activities.  In  many 
cases,  one  can  clearly  debate  whether  the  activities  identified  contribute  to  military 
missions.  Some  activities,  such  as  peacekeeping  operations,  humanitarian  missions, 
and  drug  interdiction  may  be  seen  in  themselves  as  important  military  missions  in 
the  post-cold  war  world.  Moreover,  even  if  one  assumes  that  activities  such  as  envi- 
ronmental cleanup  do  not  contribute  directly  to  national  security,  such  activities 
could  nonetheless  be  counted  as  a  part  of  the  overhead  costs  of  running  the  Defense 
Department  just  like  other  expenses  associated  with  operating  and  maintaining 
military  facilities.  Even  activities  such  as  medical  research  into  AIDS  or  breast  can- 
cer could  be  considered  an  extension  of  the  Defense  Department's  traditional  efforts 
to  provide  for  the  health  of  uniformed  personnel. 

Classification  of  dual-use  technology  research  as  not  being  directly  related  to 
DOD's  primary  mission  is  also  controversial.  These  programs,  which  are  often  in- 
cluded under  the  rubric  "defense  conversion",  existed  before  defense  conversion  pol- 
icy, per  se,  was  developed.  Also,  this  research  can  be  viewed  as  contributing  to  de- 
fense capabilities  by  maintaining  the  defense  industrial  base  and  developing  tech- 
nology which  is  later  incorporated  into  defense  systems. 

In  addition  to  these  conceptual  issues,  you  should  be  aware  of  some  limitations 
of  the  methodology.  While  we  have  endeavored  to  be  as  inclusive  as  possible  in  iden- 
tifying items  to  cite,  the  level  of  detail  available  in  normal  budget  justification  mate- 
rial may  have  limited  our  ability  to  locate  all  expenditures  of  potential  interest  to 
you.  Please  examine  the  footnotes  following  the  tables  closely  for  further  expla- 
nation of  some  of  the  limitations  of  the  data. 
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Congressional  Research  Service  •  The  Library  of  Congress  •  Washington,  B.C.  20540-7000 


April  19,  1994 

To:  Recipients  of  CRS  memo  titled  "Items  in  the  Department  of  Defense  budget  that 
may  not  be  directly  related  to  traditional  military  capabilities" 

From:  Keith  Bemer,  Consultant  in  National  Defense  Foreign  Affairs  and  National 
Defense  Division 

Subject:  Revision  of  memo 

These  revised  tables  include  the  following  changes: 

(1)  Figures  for  DOD  environmental  activities  have  been  updated  to  reflect  new 
data  provided  by  the  DOD  Office  of  Environmental  Security.  The  fiscal  year  1993 
figures  are  now  actual  and  the  totals  for  all  6  years  are  comparable,  (p.  1) 

(2)  Grand  totals  reflect  the  new  environmental  figures,  (p.  7) 

(3)  Endnotes  \e\  reflects  the  new  information  on  environmental  activities,  (p.  8) 
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Senator  Coats.  Mr.  Chairman,  if  I  could  just- 


Chairman  DOMENICI.  Yes,  Senator  Coats;  quickly. 

Senator  Coats  [continuing].  Respond,  briefly,  to  the  comments  of 
the  gentlelady  from  California. 

I  found  it  somewhat  curious  that  the  gentlelady  was  upset 
by 

Senator  Boxer.  It  was  gentlelady  when  I  was  in  the  House.  I 
think  it  is  senator  now. 

Senator  Coats.  Well,  I  am  going  to  add  to  my  apology,  then.  I 
want  to  apologize  to  the  senator  from  California. 

Senator  Boxer.  Thank  you. 

Senator  Coats.  If  there  was  any  offense  taken  from  any  remarks 
I  made,  I  think  the  record  would  clearly  show  that  I  did  not  direct 
any  remarks  to  the  senator  from  California,  relative  to  extortion  of 
the  President,  or  comparing  what  a  family,  head  of  household 
might  do  in  terms  of  looking  at  the  way  they  spend  their  money 
versus  what  the  Congress  does. 

But  I  think  the  record  clearly  reflects  the  intent  of  what  the  sen- 
ator from  Indiana  meant  to  say.  If  the  senator  from  California  took 
offense  to  any  of  my  remarks,  I  want  to  apologize  to  her  for  offend- 
ing her.  I  just  am  at  a  loss  to  understand  how  she  could  have  taken 
offense  to  what  I  said. 

Thank  you,  Mr.  Chairman. 

Chairman  DOMENICI.  Thank  you  very  much.  We  are  going  to 
move  on.  Senator  Lott,  you  are  next. 

Senator  LOTT.  Thank  you,  Mr.  Chairman.  Since  I  was  not  here 
for  an  opening  statement,  maybe  I  could  combine,  just  some  brief 
opening  remarks  with  a  couple  of  questions. 

I  thank  the  Chairman  and  the  ranking  member  for  having  this 
early  hearing  on  this  most  important  issue. 

I  feel  very  encouraged  that  we  are  going  to  come  together  on  a 
very  strong  piece  of  legislation  and  we  are  going  to  move  this  to 
the  floor  of  the  Senate  and  we  are  going  to  pass  something  this 
year. 

And  I  think  that  a  lot  of  the  credit  goes  to  the  two  gentlemen 
sitting  at  the  table  here  this  morning. 

I  want  to  thank  Senator  McCain  for  his  work  on  this  in  past 
years,  his  diligent  efforts  to  try  to  get  this  important  legislation  in 
this  area  passed.  I  remember  all  too  well  when  he  was  in  this  first 
year.  I  believe  Senator  Coats  was  also  involved  in  that  effort.  I  re- 
member perspiration  on  Senator  McCain's  brow  as  the  appropri- 
ators  announced  that  they  did  not  think  too  much  of  it.  But  he  had 
the  courage  to  advance  it  then,  and  I  think  now  we  have  an  oppor- 
tunity to  really  do  something  about  it. 

I  have  always  been  for  the  line-item  veto,  during  times  when  we 
had  Republicans  as  President,  and  Democrats.  I  am  still  for  it.  I 
have  discussed  this  particular  matter  with  President  Clinton.  He 
says  he  is  for  it;  he  wants  to  work  with  us  on  it. 

I  believe  now  we  are  going  to  in  fact  pass  it.  So  we  need  to  make 
sure  we  have  reviewed  all  the  details,  and  all  the  options,  and  we 
get  it  right,  so  that  it  will  be  successful. 

Unlike  some  people  that  just  dismiss  it,  and  say  it  would  not 
amount  to  much,  I  think  it  can  save  a  good  amount  of  money. 


50 

If  it  amounts  to  a  buck,  fifty,  it  is  worth  the  effort.  But  I  think 
it  will  save  a  lot  of  money.  It  will  give  Presidents  an  opportunity 
to  do  more,  like  the  governors  have  done,  and,  as  a  matter  of  fact, 
I  think  it  will  help  save  money  just  because  it  is  sitting  there. 

Governors  and  former  governors  will  tell  you  that  they  did  not 
have  to  use  it  very  much.  The  legislators  knew  that  if  they  abused 
it,  in  fact  their  proposals  would  be  knocked  out. 

So  I  am  really  excited  about  these  prospects.  Senator  McCain,  I 
do  not  want  to  go  too  much  into  the  lock  box  idea,  but  I  do  like 
that  aspect  of  what  is  in  the  Domenici-Exon  proposal.  Let's  put  it 
against  the  deficit. 

What  does  happen  to  the  savings  under  your  bill?  Maybe  you 
have  already  answered  that  when  I  was  out  of  the  room.  But  I  do 
not  think  it  is  clear,  or  specified  in  your  bill. 

Senator  McCain.  Well,  obviously,  the  funds  would  simply  not  be 
appropriated,  and  then  would  not  be  taken  out  of  the  Treasury  for 
expenditure.  It  would  be  as  if  the  funds  were  never  appropriated. 

Senator  LoTT.  And  knowing  you,  I  think  that  you  would  probably 
be  very  happy  to  make  it  applicable  to  entitlements  also,  as  long 
as  it  was  not  used  as  a  way  to  scuttle  legislation.  Is  that  true? 

Senator  McCain.  I  greatly  fear.  Senator  Lott,  that  if  we  applied 
this  to  entitlements,  that  it  would  have  little  if  any  chance  of  pas- 
sage, and  so  I  think  that  probably  under  the  leadership  of  our 
Chairman,  we  are  going  to  have  to  look  at,  at  some  point,  the  en- 
tire issue  of  entitlements. 

I  think  we  have  learned  through  past  experience,  if  we  start  se- 
lectively threatening  entitlement  programs  without  a  broad  pro- 
posal for  the  American  people,  that  anything  associated  with  it 
goes  down. 

So  I  just  think  from  a  pure  utilitarian  purpose,  that  we  should 
stay  away  from  entitlement  programs  until  the  Congress  and  the 
American  people  are  ready  to  address  them. 

Senator  Lott.  Senator  Coats,  I  believe  based  on  your  past  com- 
ments, and  your  cosponsorships,  you  like  the  idea  of  making  it 
apply  to  entitlements.  Is  that  correct? 

Senator  COATS.  Yes;  I  would  be  open  to  a  discussion  about  how 
we  can  broaden  the  application  of  the  enhanced  rescission  of  the 
line-item  veto,  and  if  it  includes  tax  expenditures  and  entitlements, 
we  can  do  so  in  a  way  that  enhances  passage  of  the  legislation  £ind 
I  would  be  open  to  that. 

I  just  am  leery  and  concerned  about  the  way  in  which  we  some- 
times do  business  around  here,  and  what  looks  like  is  being  added 
to  enhance  a  measure  ends  up  defeating  a  measure,  and  I  do  not 
want  to  do  that. 

Senator  LoTT.  Also,  I  have  always  had  major  concern,  you  know, 
in  the  tax  area.  I  do  not  think  I  am  inclined  to  support  putting  tax 
relief  for  the  taxpayers,  where  the  people  get  to  keep  their  money, 
in  this. 

But  if  it  is  targeted  at  provisions  an  individual  Senator  puts  in 
a  bill  for  his,  or  her.  State,  or  a  particular  individual  or  corpora- 
tion, in  their  State,  I  might  be  inclined  to  think  about  that,  as  op- 
posed to  the  broader,  you  know,  general  category. 

How  do  you  rack  that,  Senator  Coats? 
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Senator  Coats.  Well,  Senator  Bradley,  who  will  testify  next,  is 
the  expert,  and  far  more  articulate  on  that  subject  than  I  am,  be- 
cause that  is  the  basis  for  which  he  came  to  line-item  veto. 

Senator  McCain  and  I  joined  with  Senator  Bradley,  last  year,  I 
believe  it  was,  in  supporting  legislation  which  included  the  tax  side 
of  the  equation. 

Because  as  Senator  Bradley  pointed  out,  he  sat  through  many 
years  of  tax  writing  as  a  member  of  the  Finance  Committee  and 
seen  the  special  interest,  and  non-relevant  to  the  bill  itself,  items 
attached,  and  then  be  swept  in  under  the  same  process  that  the 
non-relevant  appropriation  items  are  swept  in. 

So  I  think  it  is  a  measure  that  we  clearly  ought  to  look  at. 

Senator  LOTT.  My  time  has  expired,  but  I  would  like  to  get  one 
last  question  in,  if  I  could,  Mr,  Chairman,  since  I  am  kind  of  com- 
bining my  opening  statement  and  questions. 

Chairman  Domenici.  Please. 

Senator  Lott.  Senator  McCain,  of  course  the  crux  of  the  dif- 
ficulty in  developing  this  would  be  the  procedure  after  the  Presi- 
dent vetoes  this. 

Do  you  do  it  in  a  way  that  requires,  you  know,  an  affirmative  ac- 
tion of  51  votes,  or  do  you  make  it  difficult  for  the  Congress  to  over- 
ride this  veto  by  requiring  a  two- thirds  vote.  I  think  that  is  the 
heart  of  the  difficulty,  and  that  is  the  area  where  you  seem  to  get 
the  most  concern. 

Is  there  a  way 

Senator  McCain.  Or  agitated. 

Senator  LOTT.  Well,  I  started  to  use  that,  but  I  said  concerned. 

I  want  this  traditional  power  to  go  to  the  President.  I  have  al- 
ways wanted  that.  But  you  know,  I  do  not  want  to  make  it  impos- 
sible for  the  Congress  to  be  involved  in  that  process. 

Is  there  a  way  to  accomplish  both  of  those? 

Senator  McCain.  Despite  the  impression  I  may  have  given  in  my 
opening  statement,  I  would  very  much  like  to  negotiate  something 
that  will  pass  as  well. 

I  do  believe  we  reach  a  point  where  principle  is  at  stake.  If  there 
is  some  negotiations  that  could  be  gone  through  about  how  many 
votes  are  required,  I  would  be  more  than  happy  to  discuss  that.  I 
will  not  compromise  to  the  point  where  the  line-item  veto  loses  its 
meaning.  The  proposal  that  has  been  made,  in  my  view,  renders  it 
to  a  large  degree  impotent,  as  far  as  S.  14  was  concerned. 

But  the  fact  is  I  am  vitally  interested  in  seeing  passage  of  this. 
I  did  not  spend  all  those  hours,  for  all  those  years,  fighting  for  this 
because  I  enjoyed  being  on  the  floor  of  the  Senate. 

But  I  will  be  more  than  glad  to  discuss  how  many  votes  the 

Senator  LOTT.  I  would  like  to  just  ask  Senator  McCain,  if  you 
would,  give  some  thought  to  that,  because  I  do  think  that  it  looks 
like  what  you  have  here,  after  the  President  vetoes  it,  that  there 
are  two  hurdles  the  Congress  has  to  get  over,  high  hurdles. 

Could  we  maybe  find  a  way  to  make  it  one?  So  think  about  it 
and  let's  work  together  on  that.  Thank  you,  Mr.  Chairman. 

Senator  McCain.  Mr.  Chairman,  I  really  have  to  go.  I  apologize. 
Senator  Coats  can  stay  for  the  rest.  I  apologize.  Thank  you,  Mr. 
Chairman. 
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Chairman  DOMENICI.  We  have  two  Senators  who  I  am  going  to 
recognize  with  reference  to  this  witness.  We  have  two  other  wit- 
nesses waiting  to  testify.  Senator  Hatfield  has  already  left;  he  was 
unable  to  stay  because  we  have  run  late. 

If  you  will  accommodate  us,  Senator  Conrad,  we  will  let  you 
make  your  opening  remarks,  and  question  the  next  witness,  who 
will  be  Senator  Bradley  or  the  0MB  Director. 

Senator  Conrad.  Mr.  Chairman,  I  would  be  pleased  to  do  that. 

Chairman  Domenici.  Thank  you.  Our  next  questioner  is  Senator 
Rollings,  then  Senator  Brown,  and  then  we  will  change  witnesses. 

Senator  Rollings.  Well,  then,  very  briefly,  thank  you,  Mr. 
Chairman,  and  I  commend  you  for  the  hearing,  and  the  witnesses 
for  their  appearance. 

I  think  the  rescission  vis-a-vis  the  line-item  veto  should  be  dis- 
tinguished, in  the  sense  that  this  senator  has  used  the  line-item 
veto  as  a  governor  35  years  ago.  It  helped  us  get  the  AAA  credit 
rating.  I  joined  with  Senator  Mattingly  10  years  ago,  when  we  got 
58  votes  at  that  time,  almost  two-thirds. 

Again,  on  my  own  bill,  55  votes,  about  4  years  ago.  So  we  have 
been  working  in  the  vineyards,  and  that  rescission  just  brings  up 
a  bad  memory,  Mr.  Chairman,  on  the  beginning  of  deficits. 

I  will  never  forget,  when  President  Nixon  came  to  town,  he  had 
the  same  sing-song  you  are  hearing  today.  Nothing  really  changes. 
Get  it  back  to  the  States,  get  it  back  to  the  counties,  get  it  back 
to  the  cities.  The  best  government  is  that  closest  to  the  people. 

And  so  he  just  came  along  with  all  of  these  block  grants.  We 
passed  our  own  regular  programs.  He  put  in  his  block  grant  pro- 
grams. They  were  both  over  there.  Law  suits  ensued  by  the  Con- 
gress of  the  President,  and  we  finally  conferred  to  try  to  settle  it 
all  out,  on  the  agreement  that  President  Nixon  said  I  will  sign 
them  both.  And  we  thought  we  had  a  deal,  and  it  was  going  to 
work. 

He  did  sign  them  both,  but  then  he  got  into  rescissions  and  that 
is  when  you  got  the  double  dose  of  Government,  whereby  President 
Johnson  had  given  President  Richard  Milhous  Nixon  a  balanced 
budget  in  1968-1969.  We  started  those  deficits,  which  have  grown 
by  leaps  and  bounds  during  the  1980's  and  on  and  on. 

I  think  our  attempt  here  is  to  try  to  fix  the  responsibility.  I  have 
put  in  again  our  line-item  veto  bill.  I  have  joined  with  Senator 
Bradley.  I  think  both  of  them  are  good,  sound  approaches. 

I  was  going  to  ask  that  witness,  but  I  will  ask  the  distinguished 
Senator  from  Indiana,  there  is  a  question  constitutionally,  they 
have  told  me,  about  the  rescissions,  trying  to  change  it  around,  in- 
stead of  a  two-thirds  vote,  because  when  you  rescind  and  bring  it 
back  over  here,  you  don't  have  the  override.  You  have  to  send  it 
back  to  the  President  by  a  resolution,  coming  back  and  the  veto 
and  everything  else.  That  more  or  less  amends  the  constitutional 
veto  provision. 

Do  you  have  a  comment? 

Senator  Coats.  There  have  been  some  questions  raised  relative 
to  the  constitutionality  and  we  have  a  number  of  opinions  from 
legal  scholars  and  constitutional  scholars  addressing  that  and  indi- 
cating that  the  proposed  bill  which  we  have  offered  would  meet 
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constitutional  muster.  Because  it  requires  a  two-house  override,  it 
addresses  the  Chatta  concerns  that  were  raised  a  few  years  ago. 

We  put  the  provision  in  because  the  presumption  is  that  the 
recission  takes  effect  unless  overturned,  and  it  then  sets  up  a  pro- 
cedure whereby  the  President  could  veto  that  act  of  Congress  as  he 
can  any  action  of  Congress,  and  it  would  require  a  two-thirds  over- 
ride. We  think  that  strengthens  the  line-item  veto  authority  and 
puts  some  real  teeth  in  it.  We  don't  see  that  as  either  violating  con- 
stitutional principles  or  totally  taking  away  the  right  of  Congress 
to  check  what  the  President  has  done. 

Senator  Hollings.  Very  good.  I  appreciate  your  leadership  on 
this,  and  under  the  time  constraints,  I  yield,  Mr.  Chairman. 

Chairman  DOMENICI.  Thank  you  very  much.  Senator  Hollings. 

Senator  Brown? 

Senator  Brown.  Thank  you,  Mr.  Chairman. 

I,  too,  want  to  add  my  commendation  to  you  and  the  ranking 
member  for  moving  so  quickly  on  this  and  coming  up  with  a  very 
thoughtful  proposal.  I  think  it  promises  that  we  will  make  major 
movement  in  this  area. 

I,  for  one,  have  a  little  different  view  of  the  impact  this  is  going 
to  have.  For  a  long  time,  we  have  talked  about  how  the  President 
has  been  precluded  from  using  the  veto  because  of  the  bundling  of 
bills  and  the  bundling  of  concepts.  My  impression  is  that  Presi- 
dents are  often  a  partner,  though,  in  these  negotiations.  My  im- 
pression of  the  impact  of  this  is  that  it  is  not  going  to  be  a  major 
shift  of  power  and  authority  to  the  President,  that  it  is  going  to  be 
a  shift  of  responsibility  to  the  President,  and  the  President  is  going 
to  have  own  up  to  these  things  that  they  have  agreed  to  in  the 
back  room. 

I  say  that  without  intending  or  implying  any  partisan  condemna- 
tion in  that  regard.  I  would  readily  acknowledge  that  Republicans 
have  been  as  complacent  in  some  of  these  agreements  as  Demo- 
crats. 

Senator  Conrad.  Could  you  detail  those,  the  places  where  the 
Republicans — that  was  a  joke.  [Laughter.] 

Senator  Brown.  No,  I  would  be  glad  to  detail  them,  but  I  think 
the  rules  of  the  Senate  preclude  me  from  talking  about  the  other 
body,  specifically  the  Ways  and  Means  Committee. 

I  was  interested  in  the  difference  between  S.  4  and  S.  14.  If  I  un- 
derstand S.  14,  it  does  not  permit  amendment,  but  that  S.  4  does 
in  the  Senate.  Share  with  me  your  thoughts  as  to  why  you  included 
the  provision  that  would  allow  amendment  of  the  Presidential  veto 
by  a  three-fifths  vote. 

Senator  Coats.  I  wish.  Senator  Brown,  I  could  do  that  in  detail. 
My  legislative  assistant,  who  is  here  and  always  slips  me  the  right 
note  at  the  right  time,  rushed  off  to  my  next  appointment  for  which 
I  am  egregiously  late,  to  explain  that  I  am  still  under  the  hot  white 
lights  of  the  Senate  Budget  Committee,  testifying. 

I  would  have  to  get  back  to  you  for  the  record  with  the  exact  rea- 
sons why  that  was  included.  That  is  an  area  that  I  have  not  fo- 
cused on  in  terms  of  the  technical  details  of  the  legislation,  and  to 
give  you  a  proper  answer,  I  "vould  like  to  make  sure  I  discuss  with 
those  who  included  that  provision  just  why  it  was  included. 
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Senator  Brown.  One  other  area  that  I  would  like  your  comments 
on,  if  you  want  to  share  thoughts  on  the  area,  there  does  seem  to 
be  a  difference  between  the  two  with  regard  to  how  they  treat  the 
appropriation,  if  we  are  talking  about  appropriation.  Obviously,  it 
could  be  something  else  here  as  well. 

Senator  COATS.  During  the  time  period  between  when  the  Presi- 
dent makes  a  decision  to  either  veto  it  or  suspend  it  or  whatever, 
or  make  the  recommendation  for  suspension,  and  the  time  in  which 
Congress  acts,  my  impression  is  that  there  already  exists  on  the 
books  an  ability  for  the  President  to  withhold  spending  for  a  period 
of  time.  It  may  well  cover  the  difference. 

But  do  you  see  a  major  difference  between  S.  14  and  S.  4,  consid- 
ering current  law,  in  terms  of  the  ability  to  have  Congress  vote 
again  before  the  money  is  forced  to  be  spent?  In  other  words,  if  we 
don't  adopt  your  version,  are  you  going  to  see  some  of  this  money 
spent  even  though  the  President  wishes  to  exercise  the  suspension 
or  line-item  veto? 

Senator  Coats.  Senator,  both  bills  fairly  severely  restrain  the 
time  period  in  which  the  President  is  allowed  to  make  this  decision. 
The  McCain-Coats  bill  gives  the  President  20  days  from  the  sign- 
ing of  a  spending  bill  to  make  his  determination,  and  then  just 
gives  Congress  20  additional  days  to  say  no.  S.  14,  I  believe,  allows 
the  President  3  days  in  which  to  make  that  decision  and  then  just 
gives  Congress  10  days.  I  am  more  certain  of  the  dates  on  McCain- 
Coats  than  I  am  on  S.  14.  The  ranking  member  would  have  that 
knowledge. 

But  we  have  an  additional  provision  whereby  at  the  beginning  of 
each  new  session,  the  President  has  a  second  opportunity.  In  other 
words,  as  each  appropriations  bill  is  passed  and  sent  to  the  Presi- 
dent, he  has  an  opportunity  at  that  point  with  which  to  examine 
the  bill  and  line-item  veto  or  rescind  specific  provisions,  and  then 
he  has  an  annual  opportunity  to  look  at  the  whole  and  to  send  a 
rescission  to  Congress  which  is  then  also  operated  under  expedited 
procedures.  So  in  those  instances  I  have  detailed,  the  time  frame 
is  different. 

I  think  your  question  also,  however,  goes  to  would  the  expendi- 
ture process  take  place  in  that  interim  period.  The  President  signs 
the  bill.  He  has,  whether  it  is  3  days,  10  days,  or  20  days,  to  send 
it  up.  Could  some  of  that  money  be  actually  appropriated  and 
spent?  I  suppose  that  it  could.  But  that  opportunity  exists — you 
could  limit  the  President's  window  to  1  minute  and  he  would  still 
have  60  seconds  to  order  the  expenditures.  I  think,  given  the  way 
that  things  work  around  here  and  the  limitations  that  we  have  put 
on  the  time,  I  don't  anticipate  that  that  would  be  a  problem. 

Senator  Brown.  I  appreciate  your  answer.  Mr.  Chairman,  I  bring 
it  up  because  my  thought  is  that  is  sm  area  worth  exploring  in  our 
markup. 

Chairman  DOMENICI.  Yes,  it  is. 

Senator  Coats.  It  is,  and  I  think  it  is  a  thoughtful  question. 

Chairman  Domenici.  I  would  suggest,  from  what  I  know  of  the 
two  bills,  the  opportunity  for  miscWef  to  occur  and  then  money  be 
spent,  even  if  the  President  didn't  want  it  spent,  in  each  instance 
is  the  time  before  the  President  acts  to  rescind,  because  after  that. 


55 

under  the  Coats  proposal,  it  is  rescinded  unless  Congress  enacts  a 
disapproval. 

Senator  Coats.  That  is  correct. 

Chairman  DOMENICI.  Under  our  proposal,  after  the  20  days,  in 
which  the  President  decides  to  propose  a  rescission,  the  funds  are 
held  in  limbo,  by  defmition,  in  the  bill.  So  in  both  cases,  I  would 
think  the  window  is  about  the  same.  In  one  instance,  you  close  it 
totally.  In  ours,  we  hold  it. 

Senator  Coats.  That  is  correct. 

Mr.  Chairman,  I  do  have  a  commitment  I  am  very,  very  late  for. 
I  appreciate  the  opportunity  to  testify  before  you  and  your  patience 
and  the  good  questions  and  look  forward  to  working  with  you  and 
the  committee  in  fashioning  a  bill. 

Chairman  DOMENICI.  Might  I  say,  before  you  leave,  on  behalf  of 
the  Chairman  to  both  you  and  Senator  McCain,  and  I  am  sorry  I 
did  not  get  to  say  it  before  he  left,  I  thank  you  very  much  on  behalf 
of  the  people  of  the  country  for  your  genuine  effort  in  trying  to  get 
something  like  this  passed.  Obviously,  msuiy  others  have  exerted 
extreme  efforts  in  trying  to  get  something  of  an  item  veto  passed, 
but  I  want  to  particularly  say  that  we  appreciate  the  work  of  Sen- 
ator McCain  and  yourself,  and  I  hope  that  if  you  see  him  before 
I  do  that  you  tell  the  Senator  that  I  clearly  expressed  that  on  the 
record  of  this  committee.  We  are  going  to  do  our  best  to  get  a  bill 
this  year  that  is  effective. 

Senator  Coats.  Mr.  Chairman,  thank  you  very  much. 

Chairman  DOMENICI.  Members  of  the  committee,  Senator  Hat- 
field was  next,  but  he  was  unable  to  stay.  He  has  left  his  state- 
ment, which  will  be  made  a  part  of  the  record. 

[The  prepared  statement  of  Senator  Hatfield  follows:] 

Prepared  Statement  of  Mark  O.  Hatfield,  U.S.  Senator  from  the  State  of 

Oregon 

Mr.  Chairman: 

I  appreciate  the  opportunity  to  testify  before  your  committee  today.  You  have  been 
a  leader  in  our  attempt  to  come  to  grips  with  the  Federal  budget  deficit.  But,  we 
are  not  here  today  to  talk  about  the  need  to  reduce  the  deficit;  we  are  all  in  agree- 
ment on  that.  We  are  here  to  talk  about  the  process  by  which  we  do,  or  do  not,  ac- 
complish that  goal. 

I  will  be  brief  in  my  comments  because  I  believe  that  my  position  on  the  line- 
item  veto  or  Executive  Branch  Empowerment  Act,  is  well-known:  I  am  unalterably 
opposed  to  this  idea  in  any  form. 

If  there  is  one  lesson  that  we  should  learn  fi^-om  the  elections  that  have  caused 
such  significant  changes  here  in  Washington,  it  is  that  we  are  held  accountable  to 
the  voting  public.  At  a  time  when  new  Members  of  Congress  have  been  elected  to 
come  to  Washington  to  enact  the  will  of  the  people,  why  would  we  want,  or  need, 
to  shift  additional  powers  to  the  President?  The  idea  of  a  line-item  veto  may  be  pop- 
ular, but  not  for  the  procedure  that  it  is.  Rather,  I  suspect  its  appeal  is  in  the 
spending  cuts  that  it  purports  to  represent.  We  have  the  power  to  make  these  cuts, 
and  we  will  be  held  accountable.  A  line-item  veto  does  not  make  us  more  responsive 
to  the  will  of  the  people,  it  makes  us  more  responsive  to  one  person:  the  President. 

You  are  to  be  commended,  Mr.  Chairman,  for  taking  into  account  some  points  of 
opposition  that  we  have  raised  in  the  past  by  creating  a  proposal  which  does  not 
single  out  discretionary  funding  for  cuts.  Your  inclusion  of  revenue  losers  and  direct 
spending  should  be  complimented.  By  addressing  both  sides  of  the  ledger  your  pro- 
posal strikes  an  important  balance  missing  in  past  efforts. 

According  to  the  Bipartisan  Commission  on  Entitlement  and  Tax  Reform,  manda- 
tory spending  grew  ft-om  29.6  percent  of  the  Federal  budget  in  1993  to  61.4  percent 
in  1993,  and  is  projected  to  grow  to  72  percent  by  the  year  2003.  Any  real  action 
to  significantly  reduce  the  deficit  must  take  this  portion  of  our  budget  into  account. 
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Other  line-item  veto  proposals  focus  solely  upon  the  discretionary  portion  of  our 
budget.  When  put  into  effect,  these  proposals  are  likely  to  target  the  relatively  small 
portion  of  our  budget  that  makes  up  domestic  discretionary  spending,  only  17  per- 
cent of  the  fiscal  year  1994  spending.  This  includes  activities  like  fighting  the  war 
on  drugs,  environmental  protection,  education  assistance,  and  a  host  of  other  vital 
responsibilities. 

However,  all  line-item  veto  proposals  suffer  from  the  same  faulty  presumption  in 
my  view.  This  is  the  premise  that  the  President  is  more  prudent  than  Congress. 
Certainly,  all  wisdom  does  not  reside  in  the  executive  branch. 

In  allocating  the  powers  of  Government,  the  Framers  of  the  Constitution  were 
verv  concerned  about  the  abuses  of  an  Executive  which  possessed  the  powers  to  tax 
and  spend.  These  powers,  the  very  heart  of  Government,  were  invested  in  that 
branch  of  Government  most  accountable  to,  and  representative  of,  each  citizen — the 
Congress.  The  Founding  Fathers  were  right  on  target.  There  are  no  sound  reasons 
why  the  legislative  branch  should  shift  such  as  important.  Constitutionally-created 
responsibility  to  the  Chief  Executive. 

This  is  true  regardless  of  whether  a  proposal  promotes  enhanced  rescission,  where 
the  President's  cuts  can  become  effective  without  Congressional  action,  or  expedited 
rescission  where  Congress  is  required  to  act  on  the  proposals  within  a  specified  time 
and  either  accept  or  disapprove  the  cuts.  S.  4  would  give  the  President  the  ability 
to  rescind  without  any  action  taken  by  Congress.  At  least  S.  14  requires  a  vote  and 
gives  the  people  who  passed  the  measure  in  the  first  place  a  chance  to  participate 
in  the  process.  In  the  regard,  S.  14  is  a  far  better  bill  and  much  more  preferable 
to  S.  4. 

Nevertheless,  the  effect  is  to  let  the  Executive  force  the  hand  of  Congress,  an  ef- 
fect expressly  against  the  intent  of  the  balance  of  powers  envisioned  by  our  found- 
ers. 

Another  separation  of  powers  problem  here  is  the  possible  undue  financial  pres- 
sure placed  upon  the  Judiciary  by  the  executive  branch.  Currently,  the  Judiciary  is 
carefully  insulated  from  this  pressure;  judicial  branch  budget  requests  are  statu- 
torily required  to  come  to  Congress  without  change  by  the  President.  Political  influ- 
ence must  not  enter  in  an  arena  where  the  executive  branch  has  more  cases  in  Fed- 
eral courts  than  any  other  litigant.  I  ask  that  a  statement  by  Chief  Judge  of  the 
Sixth  Circuit  Court  of  Appeals,  Gilbert  Merritt,  be  placed  in  the  record  following  my 
remarks. 

Much  has  been  made  of  the  fact  that  43  States  currently  grant  their  governors 
some  form  of  line-item  veto  authority.  The  argument  here  is  that  what  works  for 
States  ought  to  work  for  the  Federal  Government.  But,  line-item  veto  may  not  work 
in  the  States  according  to  past  reports  of  President's  Council  of  Economic  Advisors. 
They  found  that,  in  States  where  the  governor  has  the  line-item  veto,  per  capita 
spending  is  oflen  higher,  even  when  corrected  for  other  major  conditions  that  affect 
the  spending  among  States. 

CBO  Director  Reischauer  last  week  stated  that  "evidence  from  the  States  suggests 
that  the  line-item  veto  has  not  been  used  to  hold  down  State  spending  or  deficits, 
but  rather  has  been  used  by  State  governors  to  pursue  their  own  priorities." 

Since  the  creation  of  the  current  rescission  procedure  in  1974,  a  grand  total  of 
almost  $73  billion  in  rescissions  have  been  proposed  by  6  Presidents.  Congress  has 
enacted  $23  billion  of  those  Presidential  proposals.  In  addition.  Congress  has  initi- 
ated $70  billion  of  its  own  rescissions  for  a  total  of  $93  billion.  That  is  $20  billion 
or  28  percent  more  than  that  requested  by  the  President.  Given  these  statistics,  it 
seems  to  me  that  the  current  process  works  pretty  well. 

How  could  these  bills  be  improved?  Allow  the  committees  to  make  changes  to  the 
President's  request.  Why  provide  for  a  referral  to  the  committeee  of  jurisdiction  if 
that  committee  cannot  make  substantive  changes?  Let  the  committees  of  jurisdiction 
review  the  reauest  and  act  appropriately  to  the  President's  ideas.  As  I  said  earlier, 
we've  exceeded  the  amounts  requested  in  the  past  demonstrating  that  our  participa- 
tion can  save  the  taxpayers  a  lot  of  money. 

Mr.  Chairman,  in  light  of  your  legislative  line-item  veto  proposal,  I  do  not  appear 
before  you  merely  with  the  interests  of  the  Senate  Appropriations  Committee  in 
mind.  The  objections  I  raise  to  line-item  veto  proposals  are  ones  I  believe  should 
be  of  grave  concern  to  all  Members  of  Congress. 

The  veto  authority  the  President  now  possesses  under  the  Constitution  is  a  pow- 
erful tool.  To  enhance  a  President's  veto  authority  further  would  be  to  hand  a  Presi- 
dent a  powerful  political  weapon  that  could  be  used  to  dictate  a  single  person's  pri- 
orities and  thwart  the  will  of  the  Congress. 

Our  deficit  problem  lies  not  with  the  Constitution  or  the  budget  process,  but  with 
our  will  to  make  the  process  work.  It  is  the  responsibility  of  the  Congress  to  spend 
funds  and  to  raise  revenue.  We  may  need  to  do  a  better  job,  but  relinquishing  this 
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responsibility  is  the  wrong  answer  and  the  line-item  veto  is  the  wrong  solution.  If 
our  new  Republican  majority  is  committed  to  change,  then  we  should  make  those 
changes  ourselves,  not  empower  the  Executive  to  make  them  for  us. 

Chairman  DOMENICI.  Senator  Bradley,  please  take  the  chair. 

We  also  have  a  statement  of  the  Honorable  Gilbert  Merritt, 
Chairman  of  the  Executive  Committee  of  the  Judicial  Conference 
of  the  United  States.  Without  objection  I  will  make  that  a  part  of 
the  record. 

[The  prepared  statement  of  Mr.  Merritt  follows:] 

Statement  of  Hon.  Gilbert  S.  Merritt,  Chairman  of  the  Executive  Committee 
OF  THE  Judicial  Conference  of  the  United  States;  Chief  Judge  of  the  Sixth 
Circuit,  United  States  Courts  of  Appeals;  before  the  Committee  on  Gov- 
ernmental Affairs  of  the  United  States  Senate  and  the  Committee  on 
Government  Reform  and  Oversight  of  the  House  of  Representatives 

January  12,  1995 

Chairman  Roth,  Chairman  Clinger,  and  Members  of  the  Committees: 

Thank  you  for  the  opportunity  to  appear  at  this  joint  hearing  to  present  the  Judi- 
ciary's views  on  the  line-item  veto  legislation.  I  am  Gilbert  S.  Merritt,  Chairman  of 
the  Executive  Committee  of  the  Judicial  Conference  of  the  United  States  and  Chief 
Judge  of  the  Sixth  Circuit  Court  of  Appeals.  The  Judicial  Conference  is  the  Judi- 
ciary's Board  of  Directors. 

The  Judiciary,  as  a  third  and  co-equal  branch  of  Government,  has  serious  con- 
cerns about  policy  implications  of  applying  a  Presidential  line-item  veto  to  appro- 
f)riations  acts  for  the  Judiciary.  We  believe  that  the  Judiciary  should  be  excluded 
rom  this  legislation.  As  currently  drafted,  the  line-item  veto  legislation  applies  to 
appropriations  acts  containing  discretionary  funding.  Therefore,  the  vast  majority  of 
the  Judiciary's  appropriations  would  be  subject  to  a  line-item  veto  by  the  President. 
Among  our  activities  only  the  salaries  of  Article  III  and  bankruptcy  judges  and  re- 
tirement-related programs  are  currently  classified  as  mandatory  and  would  there- 
fore not  be  covered  by  the  bill. 

It  should  be  noted  that  the  Judiciary's  budget  does  not  include  funding  for  court- 
house construction.  Thus,  our  request  for  an  exclusion  from  the  line-item  veto  does 
not  apply  to  the  construction  appropriation.  The  budget  request  and  subsequent  ap- 
propriation for  building  construction  is  within  the  province  of  the  executive  branch. 
The  General  Services  Administration,  Office  of  Management  and  Budget,  and  Con- 
gress control  courthouse  construction  funding.  It  is  not  part  of  the  Judiciary's  budg- 
et and  the  Judiciary  has  no  role  in  the  funding  for  this  activity. 

It  requires  little  imagination  to  see  how  a  threat  to  judicial  independence  could 
come  from  undue  financial  pressures  by  the  executive  branch.  Thus,  the  financial 
affairs  of  the  Judiciary  in  the  last  56  years  have  been  carefully  insulated  from  politi- 
cal influence  by  the  President  and  his  staff.  The  Constitution  itself  protects  the  sala- 
ries and  tenure  of  Article  III  judges.  Similarly,  the  Budget  and  Accounting  Act  pro- 
vides that  requests  for  appropriations  for  the  judicial  branch  shall  be  submitted  to 
the  President  and  transmitted  by  him  to  Congress  "without  change"  (31  U.S. C. 
§1 105(b)).  It  seems  inconsistent  to  prohibit  the  executive  branch  from  changing  the 
Judiciary's  budget  prior  to  submission,  but  then  to  give  the  President  unilaterjQ  au- 
thority to  revise  an  enacted  budget. 

Prior  to  the  creation  of  the  Administrative  Office  in  1939,  budget  submissions  and 
all  other  administrative  support  services  for  the  lower  Federal  courts  were  provided 
by  the  Department  of  Justice.  The  inevitable  conflicts  arising  out  of  this  relationship 
reached  a  crisis  level  during  the  Depression.  In  carrying  out  Presidential  policy, 
units  of  the  executive  branch  continually  rejected  the  Judiciary's  request  for  fund- 
ing. The  Bureau  of  the  Budget  refused  to  pass  on  requests  for  new  judgeships,  for 
example,  and  the  Department  of  Justice  cut  judges'  travel  funds,  eliminated  bailiffs, 
criers  and  messengers,  and  reduced  the  salaries  of  secretaries  to  retired  judges  by 
one-half.  Federal  judges  from  across  the  country  expressed  their  discontent,  but 
were  powerless  to  prevent  the  assault  on  their  productivity  and  professional  stature. 

The  Judiciary  needs  to  be  protected  from  this  danger;  it  must  be  free  to  develop 
funding  requests  and  implement  the  budget  in  light  of  its  own  unique  needs  and 
missions,  without  regard  to  the  oft-times  conflicting  priorities  and  loyalties  of  the 
executive  branch.  In  creating  the  Administrative  Office  in  1939,  and  in  explicitly  di- 
recting that  the  budgets  of  the  lower  courts  be  submitted  to  the  Congress  without 
change.  Congress  acted  to  protect  the  independence  of  the  Third  Branch. 
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These  protections  need  to  endure.  While  Congress  and  the  President  attempt  to 
reallocate  between  themselves  the  power  to  enact  and  approve  what  are  often  com- 
plex and  controversial  appropriations  bills,  the  Judiciary  should  not  be  a  part  of 
that  process.  The  Congress  can  protect  itself  but  the  Judiciary  would  be  at  the 
mercy  of  the  executive  branch.  The  current  system  of  providing  funding  for  the 
courts  is  fragile  enough  as  it  is — witness  the  funding  shortages  in  1986  and  1993 
that  led  to  deferral  of  both  civil  jury  trials  and  payments  to  criminal  defense  coun- 
sel. Further,  even  with  these  protections  in  place,  and  in  violation  of  the  Budget  and 
Accounting  Act,  there  were  three  recent  instances,  once  in  1989,  again  in  1993,  and 
a  third  time  in  1994,  where  the  executive  branch  in  effect  unilaterally  reduced  the 
Judiciary's  budget  request  by  a  total  of  over  $1  billion.  This  occurred  twice  before 
the  budget  was  transmitted  to  Congress,  and  once  when  the  budget  was  pending 
before  Congress. 

The  last  thing  needed  is  a  new  mechanism  to  give  the  executive  branch  control 
over  the  Judiciary's  budget,  particularly  in  light  of  the  fact  that  the  United  States, 
almost  always  through  the  executive  branch,  has  more  lawsuits  in  the  Federal 
courts  than  any  other  litigant. 

The  Judiciary's  budget  requests  are  subjected  to  full  review  by  the  congressional 
appropriations  committees  in  keeping  with  the  fiscal  power  conferred  on  Congress 
by  the  Constitution.  The  Judiciary  must  justufy  each  dollar  it  receives.  This  is  ap- 
propriated and  the  Judiciary  cheerfully  respects  this  role  of  Congress.  We  do  not  get 
a  fi-ee  ride,  we  never  get  all  that  we  ask  for  or  need.  But  the  balance  would  be  tilted 
dangerously  toward  Executive  dominance  and  control  over  the  Judiciary  if  the  Presi- 
dent had  line-item  veto  authority  over  the  judicial  branch.  Of  course,  the  president 
should  retain  his  general  veto  power  over  judicial  and  other  appropriations. 

I  appreciate  the  opportunity  to  testify  and  am  available  to  answer  any  questions 
you  may  have. 

Chairman  Domenici.  Senator  Bradley,  I  want  to  make  sure  that 
we  have  worked  out  your  appearance  and  CBO  Director  Dr.  Alice 
Rivlin.  Alice,  can  you  be  here  for  a  while? 

Ms.  Rivlin.  Absolutely. 

Chairman  Domenici.  We  will  let  Senator  Bradley  proceed,  and 
then  we  will  proceed  with  the  0MB  Director.  Did  I  say  CBO?  You 
have  not  applied  for  that,  have  you?  [Laughter.] 

We  have  been  interviewing  a  lot  of  people.  I  didn't  see  your 
name.  Thank  you  very  much. 

Senator  Bradley? 

STATEMENT  OF  HON.  BILL  BRADLEY,  UNITED  STATES 
SENATOR  FROM  THE  STATE  OF  NEW  JERSEY 

Senator  Bradley.  Mr.  Chairman,  thank  you  for  inviting  me  to 
testify  at  this  hearing.  I  am  looking  forward  to  working  with  you 
and  your  committee  colleagues  to  develop  and  pass  effective  line- 
item  veto  legislation  during  this  Congress. 

Mr.  Chairman,  we  begin  this  Congress  with  two  obligations:  first, 
to  change  the  way  we  do  business,  and,  second,  to  cut  Government 
spending.  Reforms  that  have  been  bottled  up  for  years  in  partisan 
finger-pointing  need  to  be  released  and  must  become  our  first  prior- 
ities. Both  the  Congress  and  White  House  must  learn  to  say  no:  no 
to  unnecessary  programs,  no  to  those  Members  who  would  build 
monuments  to  themselves,  and  a  firm  no  to  those  lobbyists  who 
would  work  every  angle  to  slip  special  provisions  into  the  tax  code 
that  benefit  the  fortunate  few  and  cost  other  Americans  millions. 
For  decades.  Presidents  of  both  parties  have  insisted  that  the  defi- 
cit would  be  lower  if  they  had  the  power  to  say  no,  in  the  form  of 
the  line-item  veto. 

In  order  to  grant  the  President  the  power  to  say  "No,"  I  have  in- 
troduced S.  137,  the  Tax  Expenditure  and  Legislative  Appropria- 
tions Line  Item  Veto  Act  of  1995.  In  sponsoring  this  legislation,  I 
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have  urged  our  colleagues  in  both  the  Senate  and  House  of  Rep- 
resentatives to  pass  a  line-item  veto  that  covers  spending  in  both 
appropriations  and  tax  bills. 

Mr.  Chairman,  I  note  that  you  and  many  of  our  colleagues  on 
this  committee  have  worked  hard  to  develop  line-item  veto  legisla- 
tion. In  particular,  Mr.  Chairman,  I  want  to  commend  you,  as  well 
as  Senator  Exon,  this  committee's  ranking  Member,  for  the  wisdom 
you  have  shown  in  including  tax  expenditures  among  the  spending 
items  that  would  be  subject  to  a  Presidential  veto  under  S.  14,  the 
line-item  veto  bill  that  you  introduced.  As  I  have  stated  previously, 
any  line-item  bill  that  fails  to  give  the  President  the  ability  to  pre- 
vent additional  loopholes  from  entering  the  tax  code  does  only  half 
the  job. 

Although  I  did  not  support  the  line-item  veto  when  I  initially 
joined  the  Senate,  I  watched  for  12  years  as  the  deficit  quintupled, 
shameless  pork-barrel  projects  persisted  in  appropriations  and  tax 
bills,  and  our  President  again  and  again  denied  responsibility  for 
their  role  in  the  decisions  that  led  to  these  devastating  trends. 
Therefore,  in  1992,  I  decided  that  it  was  time  to  change  the  rules. 

Rather  than  simply  joining  one  of  the  appropriations  line-item 
veto  bills  then  in  existence,  I  felt  that  we  needed  to  be  honest 
about  the  fact  that  for  each  example  of  unnecessary,  special-inter- 
est pork-barrel  spending  through  an  appropriations  bill,  there  are 
similar  examples  of  such  spending  buried  in  tax  bills.  The  tax  code 
provides  special  exceptions  from  taxes  that  total  $400  billion  a 
year,  more  than  the  entire  Federal  deficit.  For  every  $2.48  million, 
earmarked  in  an  appropriations  bill,  to  teach  civilian  marksman- 
ship skills,  there  is  a  $50  million  special  provision  allowing  tax- 
payers to  rent  their  homes  for  2  weeks  without  having  to  report 
any  income.  For  every  $150,000  appropriated  for  acoustical  pest 
control  studies  in  Oxford,  MS,  there  is  a  $12  million  tax  subsidy 
for  the  production  of  lead,  abestos,  and  uranium.  We  provide  this 
subsidy  at  the  same  time  we  are  spending  millions  more  to  clean 
up  these  deadly  poisons.  As  a  member  of  the  Finance  Committee, 
I  have  seen  an  almost  endless  stream  of  requests  for  preferential 
treatment  through  the  tax  code,  including  special  depreciation 
schedules  for  rental  tuxedos,  an  exemption  from  fuel  excise  taxes 
for  crop-dusters,  and  tax  credits  for  clean-fuel  vehicles. 

In  singling  out  these  pork-barrel  projects,  I  do  not  mean  to  pass 
judgment  on  their  merits.  However,  because  many  of  these  tax 
codes  provisions  single  out  narrow  subclasses  for  benefits,  the  rest 
of  us  must  pay  more  in  taxes.  Therefore,  I  have  developed  an  alter- 
native that  would  authorize  the  President  to  veto  wasteful  spend- 
ing not  just  in  appropriations  bill  but  also  in  the  tax  code. 

Chairman  DOMENICI.  Senator  Bradley,  might  I  just  interrupt  at 
this  point  and  ask  you  a  question.  Do  you  have  any  idea  what  por- 
tion of  the  $400  billion  might  be  targeted,  to  borrow  your  phrase, 
as  special  interest  tax  expenditures? 

Senator  Bradley.  Mr.  Chairman,  I  am  going  to  get  to  that  in  the 
prepared  testimony.  I  think  that  is  one  of  the  key  questions. 

Chairman  DOMENICI.  That  is  fine. 

Senator  Bradley.  If  the  President  had  the  power  to  excise  spe- 
cial interest  spending,  but  only  in  appropriations,  we  would  simply 
find  the  special  interest  lobbyists  who  work  appropriations  turning 
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themselves  into  tax  lobbyists,  pushing  for  the  same  spending  in  the 
tax  code.  Spending  is  spending  whether  it  comes  in  the  form  of  a 
government  check,  or  in  the  form  of  a  special  exception  from  the 
tax  rates  that  apply  to  everyone  else.  Tax  spending  does  not,  as 
some  pretend,  simply  allow  people  to  keep  more  of  what  they  have 
earned.  It  gives  them  a  special  exception  from  the  rules  that  obli- 
gate everyone  to  share  in  the  responsibility  of  our  national  defense 
and  protecting  the  young,  the  aged,  and  the  infirm.  The  only  way 
to  let  everyone  keep  more  of  what  they  have  earned  is  to  minimize 
these  tax  expenditures  along  with  appropriated  spending  and  the 
burden  of  the  national  debt  so  that  we  can  bring  down  tax  rates 
fairly,  for  everyone. 

Reducing  the  deficit  will  require  leadership,  not  gimmicks.  In 
passing  a  line-item  veto  bill,  we  must  demonstrate  this  same  type 
of  leadership.  Sadly,  I  note  that  at  least  one  other  line-item  veto 
proposal  resorts  to  what  I  would  describe  as  a  mere  gimmick.  By 
defining  "targeted  tax  benefits"  to  include  only  those  loopholes  that 
benefit  "five  or  fewer  taxpayers,"  the  sponsors  of  H.R.  2  have  for- 
feited an  opportunity  to  address  the  impact  that  tax  loopholes  have 
on  our  Nation's  continuing  budget  crises.  I  am  not  aware  of  a  sin- 
gle tax  expenditure  that  benefits  five  or  fewer  taxpayers.  Even  if 
such  a  tax  expenditure  did  exist,  it  would  be  easy  enough  for  a  lob- 
byist to  massage  the  language  in  a  bill  in  order  to  circumvent  a  po- 
tential veto.  Therefore,  Mr.  Chairman,  I  encourage  you  and  all  of 
our  colleagues  to  pass  a  line-item  veto  bill  that  includes,  at  a  mini- 
mum, both  appropriations  and  real  tax  provisions. 

Although  it  is  true  that  the  line-item  veto  would  give  the  Presi- 
dent more  power  than  our  founders  probably  envisioned,  there  is 
also  truth  in  the  conclusion  of  the  National  Economic  Commission 
in  1989  that  "the  balance  of  power  on  budget  issues  has  swung  too 
far  from  the  executive  toward  the  legislative  branch."  There  is  no 
tool  to  precisely  calibrate  this  balance  of  power,  but  if  we  have  to 
swing  a  little  too  far  in  one  direction  or  another,  at  this  critical  mo- 
ment, we  should  lean  toward  giving  the  President  the  power  that 
he,  and  other  Presidents,  have  said  they  need  to  control  wasteful 
spending.  We  have  a  right  to  expect  that  the  President  will  use  this 
power  for  the  good  of  all. 

I  also  agree  with  the  more  recent  economic  commission  chaired 
by  both  the  Chairman  of  this  committee  and  Senator  Nunn  that  a 
line-item  veto  is  not  in  itself  deficit  reduction.  But  if  the  President 
is  willing  to  use  it,  it  is  the  appropriate  tool  to  cut  a  certain  kind 
of  wasteful  spending — the  "pork-barrel"  project  that  tend  to  crop  up 
in  appropriations  and  tax  bills.  Presidential  leadership  can  elimi- 
nate these  projects  when  Congress,  for  institutional  reasons,  usu- 
ally cannot.  Individual  Senators  and  Representatives,  who  must 
represent  their  own  local  interests,  find  it  difficult  to  challenge 
their  colleagues  on  behalf  of  the  general  interest. 

Pork-barrel  spending  on  appropriations  and  taxes  is  only  one  of 
the  types  of  spending  that  drive  up  the  deficit,  and  is  certainly  not 
as  large  as  the  entitlements  for  broad  categories  of  the  population 
that  we  are  starting  to  tackle.  But  until  we  control  these  expendi- 
tures for  the  few,  we  cannot  ask  for  shared  sacrifice  from  the  many 
who  benefit  from  entitlements,  or  the  many  who  pay  taxes. 


61 

The  particular  legislation  that  I  have  introduced  on  January  4th 
is  identical  to  a  bill  I  introduced  in  the  103d  Congress  and  is  mod- 
eled on  a  bill  my  colleague  Senator  Rollings  has  introduced  in  sev- 
eral Congresses.  I  want  to  thank  and  commend  Senator  Rollings 
for  working  so  hard  to  develop  a  workable  line-item  veto  strategy, 
one  that  goes  beyond  political  demagoguery  to  the  real  question  of 
how  to  limit  spending.  This  bill,  if  enacted,  will  require  that  each 
line  item  in  any  appropriations  bill  and  any  bill  affecting  revenues 
be  enrolled  as  a  separate  bill  after  it  is  passed  by  Congress,  so  that 
the  President  can  sign  the  full  bill  or  single  out  individual  items 
to  sigTi  and  veto.  It  differs  from  other  bills  in  that  it  avoids  obvious 
constitutional  obstacles  and  in  that  it  applies  to  spending  through 
the  tax  code  as  well  as  appropriated  spending. 

Although  I  acknowledge  that  separate  enrollment,  especially  sep- 
arate enrollment  of  appropriations  provisions,  may  prove  difficult 
at  times,  in  the  face  of  a  debt  rapidly  approaching  $5  trillion,  I  do 
not  believe  that  we  have  the  luxury  of  shying  away  from  making 
difficult  decisions.  If,  because  of  our  appropriations  process,  we  are 
unable  to  easily  disaggregate  appropriations  into  individual  spend- 
ing items  for  the  President's  consideration,  then,  rather  than  throw 
out  this  line-item  veto  proposal,  I  believe  that  we  should  reconsider 
how  we  appropriate  the  funds  that  are  entrusted  to  us. 

The  legislation  that  I  have  proposed  would  remain  in  effect  for 
just  2  years.  That  period  should  constitute  a  real  test  of  the  idea. 
First,  it  will  provide  enough  time  for  the  Federal  courts  to  address 
any  questions  about  whether  this  approach  is  constitutionally 
sound,  or  if  a  constitutional  amendment  is  necessary.  Only  courts 
can  answer  this  question,  which  is  in  dispute  among  legal  scholars. 
Second,  we  should  have  a  formal  process  to  determine  whether  the 
line-item  veto  works  as  intended:  Did  it  contribute  to  significant 
deficit  reduction?  Did  the  President  use  it  judiciously  to  cut  special- 
interest  spending,  or,  as  some  worry,  did  he  use  it  to  blackmail 
Members  of  Congress  into  supporting  his  own  special  interest  ex- 
penditures? Did  it  alter  the  balance  of  power  over  spending,  either 
restoring  the  balance  or  shifting  it  too  far  in  the  other  direction? 

As  the  November  elections  amply  demonstrated,  the  American 
people  have  no  more  patience  for  finger-pointing  or  excuses.  We 
can  no  longer  tolerate  a  deficit  that  saps  our  economic  strength 
while  politicians  in  Washington  insist  that  it's  someone  else  who 
really  has  the  power  to  spend  or  cut  spending.  This  President  or 
any  other  must  have  no  excuses  for  failing  to  lead. 

I  will  be  pleased  to  answer  any  of  your  questions. 

Chairman  Domenici.  Senator,  thank  you  very  much  for  your  tes- 
timony. 

I  will  be  brief,  and  hopefully,  we  can  all  be  brief.  However,  Sen- 
ator Conrad  has  not  had  an  opportunity  yet  to  say  anything  or  ask 
any  questions,  so  I  would  be  pleased  if  he  took  additional  time. 

Let  me  just  make  sure  that  I  understand.  Senator,  when  you 
spoke  of  $400  billion  of  tax  expenditures,  the  legislation  which  you 
recommend  and  which  Senator  Exon  and  I  introduced  relative  to 
tax  expenditures  clearly  does  not  give  a  President  an  opportunity 
to  get  back  at  those  $400  billion.  What  we  are  talking  about  is  re- 
peal or  rescission  after  the  enactment  of  an  Act  which  creates  new 
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expenditures  or  new  appropriations,  and  you  have  20  days  to  do 
something  about  it. 

Senator  Bradley.  That  is  correct. 

Chairman  DOMENICI.  When  we  are  talking  about  a  tax  bill,  it 
gets  passed  into  law  and  the  President  has  a  given  amount  of  time 
to  repeal,  and  even  there,  if  he  is  going  to  repeal  expenditures,  or 
attempt  to,  they  are  going  to  be  targeted  in  some  way  or  another. 
We  are  not  going  to  have  a  general 

Senator  Bradley.  This  does  not  apply  to  tax  rates,  for  example. 

Chairman  DOMENICL  It  does  not  apply  to  general  kinds  of  things. 

Senator  Bradley.  That  is  correct.  It  applies  to  a  narrow  class  of 
taxpayers  who  benefit  from  a  narrow  benefit.  I  have  used  it  to  say 
it  is  what  the  Joint  Tax  Committee  says  a  tax  expenditure  is.  That 
would  be  my  preferred  route,  but  if  you  want  to  explicitly  exclude 
the  idea  of  rates  by  saying  that  it  is  targeted,  I  think  that  is  more 
than  appropriate. 

Senator  HOLLINGS.  Would  the  distinguished  Chairman  5rield? 

Chairman  DOMENICL  I  will  be  pleased  to  yield  to  Senator  Rol- 
lings. 

Senator  Hollings.  Just  on  that  point,  Senator  Bradley,  I  think 
you  said  you  couldn't  think  of  any  examples  benefitting  one.  The 
Congress  just  voted  one,  for  Carl  Icahn  in  the  GATT  legislation  re- 
ported out  of  your  Finance  Committee.  That  was  a  good  tax  ex- 
penditure  

Senator  Bradley.  See,  the  problem.  Senator  Hollings 

Senator  Hollings.  I  can  think  of  a  lot  of  others. 

Senator  Bradley.  Let  me  share  this  with  you.  The  reason  that 
I  put  that  caveat  in  there,  I  said  that  I  couldn't  think  of  any  that 
benefitted  just  one,  although  there  could  very  well  be,  is  that  you 
find  that  something  that  might,  indeed,  have  been  inspired  by  a 
particular  individual  who  managed  to  have  the  bucks  to  employ  the 
lobbyists  to  get  his  thing  in  the  t£ix  code  or  in  the  bill  suddenly  has 
a  lot  of  brothers  and  sisters  out  there  who  find  themselves  simi- 
larly situated. 

They  realize  that  they  have  found  another  loophole  that  has  been 
created  by  the  lobbyists  paid  for  by  the  wealthy  individual,  and 
suddenly,  it  doesn't  benefit  one  individual  but  it  benefits  all  the  cli- 
ents of  this  particular  lawyer  who  are  similarly  situated,  and  only 
he  knows  what  is  existing  there  that  allows  them  to  pay  less  taxes. 

That  is  my  point  about  the  individual,  not  that  there  aren't  indi- 
vidual moving  forces  in  this  legislation. 

Chairman  DOMENICL  Senator,  I  think  you  know,  based  on  our 
earlier  conversations,  I  am  not  a  fan  of  treating  tax  expenditures 
as  if  they  belonged  to  the  Federal  Government.  That  nomenclature 
makes  it  sound  like  the  Federal  Government  is  entitled  to  all  of  the 
taxes  represented  by  expenditures.  My  philosophy  is  contrary  to 
that,  but  I  can  see  where  there  are  similarities  between  totally  ex- 
traneous appropriations  that  are  special-interest  oriented,  and 
some  tax-benefits  in  the  tax  code. 

My  last  observation  is  in  the  bill  that  Senator  Exon  and  I  intro- 
duced, joined  by  the  majority  and  minority  leader  and  others,  we 
also  apply  the  same  rationale  to  a  newly-passed  entitlement.  The 
President  cannot  propose  to  repeal  an  existing  entitlement,  but  we 
give  the  President  the  authority  to  propose  to  repeal  a  brand  new 
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mandatory  expenditure,  within  a  reasonable  amount  of  time  from 
its  enactment. 

Now  I  gather  that  in  your  testimony  last  year,  when  you  had  this 
before  us,  you  thought  that  was  a  pretty  good  idea.  Do  you  still 
agree  with  that? 

Senator  Bradley.  Mr.  Chairman,  I  have  stated  in  the  testimony 
today  that  the  line-item  veto,  as  presently  constituted,  gets  at  only 
a  small  part  of  the  total  budget.  The  idea  of  giving  the  President 
the  opportunity  to  line-item  veto  an  entitlement,  it  seems  to  me,  is 
a  little  bit  different  category,  because  it  applies  to  a  much  larger 
group  of  people. 

I  see  where  you  are  coming  from,  though.  It  is  a  very  interesting 
thought  and  I  don't  reject  it  out  of  hand. 

Chairman  DOMENICI.  I  thank  you  for  that.  I  have  not  rejected  the 
tax  expenditure  idea  out  of  hand. 

Senator  Bradley.  I  think  there  is  a  chemistry  brewing  here. 

Chairman  DOMENICL  There  might  be. 

Senator  Exon? 

Senator  ExON.  Mr.  Chairman,  thank  you  very  much. 

In  view  of  the  fact  that  Senator  Bradley  has  been  here  for  a  long, 
long  time,  and  I  appreciate  your  waiting,  I  simply  have  no  ques- 
tions for  you  now  except  to  say  I  thank  you  for  being  a  cosponsor 
on  the  bill  that  we  have  introduced.  I  think  the  fact  that  you  have 
been  pressing  for  many,  many  years  on  these  tax  expenditures  that 
we  tend  to  overlook  as  we  look  at  the  needs  of  bringing  our  fiscal 
house  in  order  was  one  of  the  main  reasons,  at  least,  that  I  in- 
cluded that  in  my  earlier  draft  of  the  measure  that  we  jointly  intro- 
duced the  other  day. 

We  certainly  consider  you  an  expert  in  this  general  area.  We  are 
very  glad  to  have  you  as  a  part  of  this  effort  and  I  hope  that  even- 
tually we  can  come  to  some  kind  of  an  understanding,  at  least  in- 
corporating some  of  the  bare  essentials  that  are  obvious  in  the 
Dominici-Exon  proposal. 

Thank  you  very  much.  Senator.  I  won't  hold  you  or  the  commit- 
tee up  any  longer.  I  want  to  acknowledge  you  have  been  very  pa- 
tient and  we  appreciate  your  support. 

Senator  Bradley.  I  thank  you  very  much,  Senator  Exon,  for  your 
comments  and  also  for  including  tax  expenditures  in  your  bill. 

Chairman  Domenicl  Senator  Frist? 

Senator  Frist.  I  have  no  questions,  Mr.  Chairman.  Thank  you. 

Chairman  DOMENICL  Senator  Rollings? 

Senator  Rollings.  I  commend  the  distinguished  Senator  and  I 
think  he  has  really  enhanced  the  effort  by  including  tax  expendi- 
tures. 

I  have  always  thought  that  here  is  an  individual  member  of  Con- 
gress, one  in  535,  I  could  get  a  vote  on  a  particular  issue.  I  had 
more  or  less  a  line-item  veto,  if  I  could  get  a  majority.  I  think  the 
President  and  the  executive  position  ought  to  have  a  line-item  veto 
with  a  two-thirds  vote.  I  just  think  it  is  basic  fairness  and  I  com- 
mend Senator  Bradley  and  his  leadership. 

Senator  Bradley.  Thank  you. 

Chairman  DOMENICI.  Thank  you  very  much. 

Senator  Abraham? 
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Senator  Abraham.  Senator,  I  really  am  very  sincerely  here  trying 
to  get  a  sense  of  what  constitutes  the  tax  rescission  authority  that 
we  are  talking  about,  of  the  tax  expenditures. 

I  just  would  like  to  clarify  whether  the  following  would  fall  with- 
in the  definition,  an  expansion  of  the  personal  exemption? 

Senator  Bradley.  I  would  say  standard  deduction  and  personal 
exemption  and  rates  would  not  qualify. 

Senator  Abraham.  A  deduction  for  school  or  education,  college, 
as  we  were  talking  about  before? 

Senator  Bradley.  Again,  I  define  a  t£ix  expenditure  as  that 
which  the  Joint  Tax  Committee  defines  as  a  tax  expenditure.  It  ap- 
plies only  to  new  tax  expenditures.  It  does  not  apply  to  anything 
that  is  now  in  the  code. 

Senator  Abraham.  Like  the  home  mortgage? 

Senator  Bradley.  If  you  expanded  what  is  in  the  code  now,  then 
I  would  consider  that  to  be  a  tax  expenditure,  yes. 

Senator  Abraham.  So  you  expand  the  home  mortgage  interest 
deduction  in  some  way?  I  am  not  sure  how  that  would  be,  but 

Senator  Bradley.  I  don't  know  what  you  mean.  How  would  you 
expand  the  home  mortgage  interest  deduction?  I  guess  that  what 
you  do  is  turn  it  into  a  credit  or  remove  the  cap. 

Senator  Abraham.  Yes. 

Senator  Bradley.  Yes,  that  would  be  a  tax  expenditure. 

Senator  Abraham.  Thank  you. 

Senator  Bradley.  I  think  that  the  main  point  that  it  is  impor- 
tant to  note,  we  all  know  what  the  Joint  Tax  Committee  says  the 
tax  expenditures  are.  I  don't  know  if  people  understand  what  the 
grand-daddy  is.  The  grand-daddy  of  tax  expenditure  is  pension 
build-up.  It  is  basically  $70  billion  a  year.  Second  is  home  mortgage 
interest.  Third  is  employer-paid  health.  Fourth  is  the  State  and 
local  taxes.  Fifth  is  the  exclusion  from  OASI  benefits.  Sixth  is  ac- 
celerated depreciation.  Seventh  is  charitable  contributions.  Eighth 
is  deferment  on  capital  gains.  These  are  the  big  dollar  items. 

Then  when  you  get  beyond  the  big  dollar  items,  you  find  all  these 
little  interesting  things,  like  if  you  rent  your  home  for  2  weeks,  you 
don't  pay  any  income  tax  on  that,  lo  and  behold,  if  you  find  that 
provision  in  the  tax  code.  I  bet  that  you  didn't  know  that,  that  you 
could  rent  your  summer  home  up  on  Lake  Michigan  for  2  weeks 
and  have  somebody  pay  you  $100,000  a  week  for  the  home.  You 
pay  no  taxes  on  that. 

Senator  Abraham.  I  will  have  to  buy  one  of  those  and  rent  it  out. 
[Laughter.] 

Senator  BRADLEY.  No,  you  just  have  to  have  an  idea  what  your 
market  is  for  rentals  before  you  buy. 

The  point  is,  it  should  apply  to,  I  believe,  all  tax  expenditures. 
There  is  a  common  view,  and  I  think  Senator  Domenici  and  I  are 
kind  of  on  the  same  wavelength  but  maybe  at  a  slightly  different 
frequency — a  little  bit — on  this.  He  would  probably  construe  it  a  lit- 
tle more  narrowly  than  I  would  construe  it. 

I  think  that  people  frequently  say,  well,  tax  expenditures,  if  you 
eliminate  tax  expenditures,  you  are  raising  somebody's  taxes.  Tech- 
nically, you  are  raising  the  taxes  of  the  individuals  who  had  the 
special  benefit,  because  when  you  do  a  tax  expenditure,  you  are  es- 
sentially saying,  look,  we  have  a  tax  rate.  It  applies  to  everybody 
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except  you  if  you  rent  that  summer  home.  It  doesn't  apply  to  you. 
Or  we  had  the  suggestion  made,  rapid  depreciation  on  tuxedos.  You 
wouldn't  pay  the  same  because  you  have  an  exception  to  the  rules, 
the  rates,  the  rules  that  apply  to  everybody. 

People  say,  well,  that  is  raising  taxes.  But  I  wonder  if  the  people 
would  say  that  if  you  eliminated  a  tax  break  that  benefitted  only 
Members  of  Congress  and  Senators,  if  the  people  would  say  that 
is  raising  taxes.  They  probably  would  say  you  are  eliminating  a 
special  interest  tax  break  that  benefits  only  Congressmen  and  Sen- 
ators, which  is  true.  We  would  be  paying  higher  taxes,  but  overall, 
the  system  would  be,  I  think,  fairer. 

The  idea  is  to  give  the  President  the  right  to  do  that.  If  it  is  al- 
ready in  there  now,  we  don't  touch  you.  It  just  gives  the  President 
in  the  future  circumstance  a  chance  to  look  at  these  tax  bills.  You 
frequently  find  that  in  a  tax  bill,  you  have  what  is  called  grease, 
that  which  moves  the  bill  forward.  Those  are  little  benefits  here 
and  there  to  this  group  or  that  group.  Any  tax  bill  has  what  they 
call  not  only  transition  bills  but  new  benefits  created,  and  the 
President  would  have  a  chance  to  look  at  some  of  these  new  bene- 
fits and  strike  them  out. 

We  would  end  up  able  to  then  talk  about  cutting  tax  rates  for 
everybody.  My  view  is  we  ought  to  cut  tax  rates  for  everybody,  not 
just  for  a  few  people.  When  you  put  a  tax  expenditure  in,  you  are 
essentially  sa5dng  that  lucky  individual  has  less  tax. 

Senator  Abraham.  My  effort  here  is  really  just  to  clarify  what 
would  fit  within  the  definition,  and  I  appreciate  the  point  you  are 
making. 

Let  me  just  ask  one  more,  because  my  red  light  is  on  there 

Chairman  DoMENici.  Please  proceed. 

Senator  Abraham.  When  we  are  talking  about  changes  in  tax 
rates,  would  that  only  apply  to  marginal  tax  rates,  or  would  it  also 
apply,  for  instance 

Senator  Bradley.  Any  rate  change. 

Senator  Abraham  [continuing].  To  a  reduction  in  the  capital 
g£iins  rate? 

Senator  Bradley.  My  view  is  the  capital  gains  rate  is  an  exclu- 
sion. Therefore,  it  would  be  included  in  tax  expenditures.  According 
to  the  Joint  Tax  Committee,  it  is  included  in  tax  expenditures.  But 
it  would  only  result  in  a  change  in  the  capital  gains  rate  if  it  was 
prospective.  If  you  have  an  exclusion  in  there  now,  you  can't  go 
back  and  address  that  with  the  line-item  veto.  It  would  only  be  ad- 
dressed in  a  future  tax  bill 

Senator  Abraham.  A  rate  reduction? 

Senator  Bradley.  It  could  be  the  other  way.  You  could  have  cap- 
ital gains  going  up. 

Senator  Abraham.  Then  it  wouldn't  be  an  exclusion. 

Senator  BRADLEY.  The  history  of  capital  gains  is  not  a  perpetual 
downward  trend.  There  have  been  Congresses  that  raised  the  cap- 
ital gains  rate  to  50  percent,  and  then  it  was  38.  If  you  were  the 
President  and  you  got  an  increase  in  the  capital  gains,  wouldn't 
you  want  to  have  the  chance  to  knock  that  out  with  a  line-item 
veto?  You  could,  if  you  defined  tax  expenditures  broadly  enough. 

Senator  Abraham.  So  an  increase  in  a  tax  would  be  not  a  tax  ex- 
penditure, so  how  would  that  fit  within  the  definition? 
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Senator  Bradley.  An  increase  in  tax  would  not  be  included.  The 
tax  expenditure — actually,  I  would  have  to  check  myself.  The  tax 
expenditure  would  apply  only  if  it  was  an  expansion  of  the  tax  ex- 
penditure, so  it  would  be  only  if  it  was  less  taxes. 

Senator  Abraham.  That  is  what  I  am  saying. 

Senator  Bradley.  Yes;  so  it  would  not  apply  if  it  was  an  in- 
creased tax.  I  check  myself  on  that. 

Senator  Abraham.  Thank  you. 

Chairman  DOMENICL  Senator  Conrad? 

Senator  Conrad.  Thank  you,  Mr.  Chairman. 

Thank  you,  Senator  Bradley,  for  what  I  think  is  some  excellent 
thinking  that  you  have  done  in  this  area  with  respect  to  tax  ex- 
penditures. 

The  first  question  I  have  is  do  you  think  all  savings  from  rescis- 
sion proposals  ought  to  go  to  deficit  reduction? 

Senator  Bradley.  I  know  that  the  Chairman  has  a  lock-box  pro- 
posal. I  have  introduced  a  separate  lock-box  proposal,  so  I  would 
think  that  a  line-item  veto  ought  to  have  a  lock  box,  yes,  and  go 
to  deficit  reduction. 

Senator  CONRAD.  With  respect  to  tax  expenditures,  how  do  we 
guard  against  Congress  fashioning  tax  expenditures  in  a  way  that 
would  get  around  a  rescission?  For  example,  putting  a  package  to- 
gether that  would  allow  a  tax  measure  to  have  some  revenue  gain 
in  the  initial  years  and  then  have  big  losses  in  the  outer  years,  how 
would  you  deal  with  that  kind  of  gamesmanship? 

Senator  Bradley.  You  are  suggesting  a  tax  expenditure  that  es- 
sentially has  a  delayed  effective  date  outside  the  budget  window? 

Senator  CONRAD.  We  have  seen  enormous  creativity  around  here, 
and  I  am  wondering 

Senator  Bradley.  I  would  say  the  President  has  the  right  to  veto 
such  a  proposal.  The  criteria  that  I  would  lay  out  is  not  whether 
it  loses  money  in  the  5-year  budget  window  but  whether  it  loses 
money,  and  if  it  is  kind  of  a  cynical  attempt  to  avoid  that  by  delay- 
ing the  effective  date,  we  all  know  what  the  result  is  going  to  be. 
We  are  going  to  lose  money  and  the  deficit  is  going  to  go  up. 

Senator  Conrad.  I  think  we  have  tax  proposals  before  us  now 
that  fit  right  into  that  category.  They  show  relatively  small  losses 
in  the  budget  window  years  and  then  they  just  cascade  once  you 
get  past  the  budget  window. 

Senator  Bradley.  Yes. 

Senator  CONRAD.  So  I  think  that  is  something  that  we  should 
consider. 

The  third  question  I  would  have,  and  then  in  the  interest  of  time 
I  will  stop,  is  how  is  the  definition  of  a  tax  expenditure  in  S.  14 
different  from  the  one  in  your  legislation  and  what  is  the  practical 
effect  of  this  different  definition? 

Senator  Bradley.  I  have  said  that  a  tax  expenditure  is  whatever 
the  Joint  Tax  Committee  says  a  tax  expenditure  is.  In  Senator  Do- 
menici's  bill,  he  says  it  is  a  targeted  tax  benefit.  The  House  bill  de- 
fines a  targeted  tax  benefit  as  five  or  fewer  taxpayers,  which  is  lu- 
dicrous. Senator  Domenici  wants  to  capture  more  than  that.  At  the 
same  time,  he  isn't  willing  to  look  at  everything  the  Joint  Tax 
Committee  says  is  a  tax  expenditure. 
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From  my  perspective,  I  would  dearly  eliminate  rates,  standard 
deduction,  personal  exemption,  earned  income  tax  credit,  those 
kinds  of  things  that  deal  with  broad  categories  of  taxpayers  on  the 
basis  of  income  or  something  that  is  structural.  I  think  that  he 
would  perhaps  define  that  a  little  more  broadly,  as  to  what  would 
be  exempted. 

I  personally  think  that  this  is  an  issue  that  can  be  worked  out. 
I  don't  think  this  is  an  irrevocable  either/or.  I  think  there  are  fine 
lines. 

I  think  if  somebody  wanted  to  establish,  for  example,  a  new  ben- 
efit for  disabled  veterans,  you  pay  less  tax  if  you  are  a  disabled  vet- 
eran, would  that  be  a  tax  expenditure  or  not?  My  guess  is  that  it 
probably  would  be  a  tax  expenditure. 

Let  us  say  that  you  wanted  to  provide  a  new  tax  expenditure  for 
the  holders  of  certain  real  property.  Would  that  be  a  tax  expendi- 
ture? What  is  the  difference  between  the  deal  that  you  gave  to  the 
disabled  veteran  and  the  deal  you  gave  to  certain  real  estate  inves- 
tors? So  I  would  argue  that  they  would  be  similar. 

Senator  Conrad.  I  think  it  is  an  important  point.  The  difference, 
it  needs  to  be  highlighted,  needs  to  be  understood  what  the  prac- 
tical effect  is  as  we  go  forward  and  consider  the  legislation. 

I  thank  Senator  Bradley  and  I  thank  the  Chairman  and  the 
ranking  member. 

Chairman  Domenici.  Thank  you  very  much. 

Thank  you  very  much.  Senator  Bradley. 

Senator  Bradley.  Mr.  Chairman,  thank  you  very  much  for  your 
consideration  in  allowing  me  to  testify,  and  also  for  your  interest 
in  this.  I  again  want  to  commend  you  on  opening  this  door.  Maybe 
I  would  open  it  wider  than  you  do,  but  I  applaud  that  you  are  open- 
ing it  in  more  than  a  symbolic  way. 

Chairman  Domenici.  I  don't  want  to  spend  more  time  on  this 
issue,  but  assume  you  have  a  full-blown  debate  on  the  floor  of  the 
Senate  and  there  is  no  filibuster — that  is  a  set  of  facts  that  I  am 
assuming — and  the  Senate  votes  and  there  is  a  51-vote  majority  for 
credits  for  parochial  schools.  I  think  we  are  going  to  have  a  tough 
time  on  the  floor  saying  that  that  is  a  tax  expenditure,  such  that 
after  the  President  signs  that  bill  he  can  turn  around  and  veto  it 
and  now  require  67  votes  to  get  that  credit  into  law.  That  is  the 
way  the  McCain  line-item  bill  is  structured,  if  we  were  to  include 
expenditures  on  top  of  it.  That  is  just  another  notion. 

If  capital  gains  goes  through  here  and  a  filibuster  is  avoided,  al- 
though it  wasn't  last  time;  Senator  Mitchell  filibustered.  But  if  it 
goes  through  here,  heavily  debated,  and  let  us  just  assume  it  gets 
51  votes  or  53  votes,  I  am  clear  that  we  are  not  going  to  get  any- 
where on  the  floor  if  the  answer  is,  nonetheless,  the  President  can 
veto  that  and  require  us,  under  the  McCain  line  item,  to  get  67 
votes. 

Senator  Bradley.  Right. 

Chairman  Domenici.  Now  under  the  Exon-Domenici,  there  is  a 
majority  vote  on  the  President's  proposed  repeal  of  a  credit  and  it 
is  unlikely  that  the  President  will  veto  his  own  proposal  so  there 
is  little  chance  for  the  need  for  67  votes  to  override  a  veto.  How- 
ever, the  credit  could  be  a  part  of  a  larger  package  and  there 
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wouldn't  be  any  requirement  that- we  get  a  chance  to  vote  specifi- 
cally on  that  provision. 

I  am  thinking  more  of  the  real  special  interest  tax  expenditures 
that  you  so  eloquently  speak  to  when  you  talk  about  loading  up  a 
tax  bill  just  like  you  do  an  appropriation  bill  with  these  special 
things. 

Senator  Bradley.  Right. 

Chairman  DOMENICI.  I  don't  mind  a  second  look  at  them  because 
I  don't  think  they  see  much  daylight  going  through  and  the  veto 
would  be  daylight.  After  it  comes  back  from  the  President  the  ques- 
tion then  would  be:  Is  it  worth  it  or  not?  That  is  where  the  door 
opens  for  me. 

Senator  BRADLEY.  Mr.  Chairman,  let  our  staffs  continue  to  work 
to  try  to  fashion  something  that  deals  with  that  in  a  way  that  is 
more  effective  than  what  the  House  has  got  in  its  bill  and  in  a  way 
that  actually  keeps  us  moving  in  that  direction  of  allowing  a  Presi- 
dent to  knock  out  special  interest  legislation. 

If  you  say,  what  is  the  nature  of  the  difference  between  a  tax 
credit  for  parochial  schools  and  a  rapid  depreciation  for  tuxedos,  in 
a  structural  tax  policy  sense,  there  is  no  difference.  So  you  have  to 
find  a  way,  if  you  want  to  get  only  the  more  narrowly-focused  tax 
expenditure,  you  have  to  find  a  way  to  carve  that  out  in  a  way  that 
is  generic  and  in  a  way  that  will  have  the  effect  that  you  want,  and 
I  don't  think  that  is  impossible. 

Chairman  DoMENlCL  I  don't  know  that  I  speak  just  for  myself. 
I  just  sense  that  this  is  a  very  big  problem. 

Senator  Bradley.  No,  I  hear  what  you  are  saying  and  I  want  to 
work  with  you  because  I  want  it  in  any  bill.  If  I  had  my  choice  be- 
tween a  narrower  versus  a  wider  or  nothing,  I  am  taking  the  nar- 
rower. 

Chairman  DOMENICL  Thank  you  very  much. 

Senator  Bradley.  Thank  you. 

Chairman  DOMENICL  Dr.  Alice  Rivlin,  we  welcome  you  and  we 
are  sorry  that  we  made  you  wait  so  long. 

STATEMENT  OF  ALICE  M.  RIVLIN,  DIRECTOR,  OFFICE  OF 
MANAGEMENT  AND  BUDGET 

Dr.  Rivlin.  Thank  you,  Mr.  Chairman. 

I  never  mind  waiting  for  the  Senate  Budget  Committee.  It  is  a 
privilege  to  appear  here.  As  you  know,  my  association  with  this 
committee  goes  back  a  long  way  and  I  am  delighted  to  be  here.  I 
look  forward  to  coming  before  you  in  a  couple  of  weeks  to  present 
the  President's  budget. 

I  am  particularly  pleased  to  express  the  Administration's  strong 
support  for  a  line-item  veto  authority.  This  authority  would  help 
the  President,  in  working  with  the  Congress,  to  control  unneeded 
spending  and  to  reduce  the  Federal  deficit. 

The  President  has  expressed  his  support  for  line-item  veto  au- 
thority many  times,  most  recently  in  a  letter  to  the  Congressional 
leadership  on  January  5.  I  commend  you,  Mr.  Chairman,  for  hold- 
ing these  hearings  so  soon.  We  believe  this  is  a  matter  on  which 
the  Administration  and  the  Congress  can  agree.  We  hope  the  Con- 
gress will  enact,  early  in  the  session,  some  form  of  line-item  veto 
authority  to  give  the  President  and  the  Congress  an  additional  tool 
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for  fighting  special  interest  spending  and  preventing  waste  of  the 
taxpayer  money. 

Under  current  law,  the  President  can  request  a  recission  of  dis- 
cretionary budget  authority,  but  Congress  does  not  have  to  vote  on 
such  a  proposed  recission  and  often  does  not.  If  no  vote  is  taken 
within  45  days,  the  recission  proposal  dies. 

Line-item  veto  proposals  would  strengthen  the  current  limited 
recission  authority.  Under  S.  14,  the  bill  that  you  and  Senator 
Exon  proposed,  the  President  would  send  Congress  proposed  can- 
cellations of  items  of  budget  authority,  direct  spending,  or  targeted 
tax  benefits  within  20  days  of  enactment  or  with  the  budget.  The 
President  could  begin  withholding  the  funds.  The  cancellations 
would  be  accompanied  by  a  draft  bill  that  would  enact  them.  Fast- 
track  procedures  would  force  a  vote  on  the  President's  draft  bill  in 
the  House  and  the  Senate.  The  budget  item  or  items  proposed  for 
cancellation  could  remain  withheld  until  the  day  after  the  date  on 
which  either  house  rejected  the  President's  bill. 

Under  S.  4,  the  Coats-McCain  proposal,  the  President  could  pro- 
pose rescissions  of  budget  authority  in  appropriations  bills  within 
20  days  of  enactment.  Congress  would  have  20  days  to  act  on  a  bill 
to  disapprove.  If  it  passed,  this  bill  would  then  be  subject  to  veto. 
Rescinded  spending  would  be  permanently  cancelled  if  the  dis- 
approved bill  were  not  passed. 

S.  4  gives  the  President  more  authority,  in  some  respects,  than 
S.  14.  Under  S.  4,  the  rescission  would  stand  unless  the  dis- 
approved bill  were  passed  by  both  houses,  and  since  the  dis- 
approved bill  would  be  subject  to  veto  a  two-thirds  vote  in  both 
houses  would  be  necessary  to  reject  the  rescission.  Under  S.  14,  a 
simple  majority  in  either  house  could  kill  that  recission  by  rejecting 
the  accompanying  legislation,  which  would  not  be  subject  to  veto. 

In  another  respect,  however,  S.  14  gives  the  President  more  au- 
thority, as  it  covers  not  only  appropriations  but  also  targeted  tax 
changes  and  direct  spending.  There  may  be  some  difficulties  in  fig- 
uring out  how  to  structure  a  line-item  veto  that  applies  to  direct 
spending,  but  there  is  no  doubt  that  special  interest  spending  and 
subsidies  occur  in  places  other  than  appropriations  bills.  Complex 
tax  legislation,  as  Senator  Bradley  has  pointed  out,  often  sub- 
merges provisions  that  are  not  in  the  general  interest  and  for 
which  the  Congress  and  the  Administration  should  be  held  ac- 
countable. 

In  whatever  version,  the  line-item  veto  measures  are  designed  to 
increase  the  accountability  of  both  the  President  and  the  Congress. 
The  President's  accountability  would  be  raised.  He  could  no  longer 
blame  the  Congress  for  giving  him  the  bad  choice  between  accept- 
ing wasteful  spending  and  closing  down  important  government  ac- 
tivities by  vetoing  a  whole  appropriations  bill. 

Congress  would  also  be  more  accountable.  It  could  no  longer  hide 
special  interest  legislation  as  easily  within  a  more  general  bill. 

In  conclusion,  Mr.  Chairman,  the  Administration  supports  enact- 
ment of  the  strongest  version  of  line-item  veto  authority.  This  is  an 
area  in  which  Congress  and  the  President  are  in  basic  agreement 
and  where  budget  process  reform  can  help  control  wasteful  special 
interest  activities.  We  want  to  work  with  the  Congress  to  pass  a 
well-designed  proposal  as  quickly  as  possible. 
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Thank  you,  Mr.  Chairman. 

Chairman  DOMENICI.  Thank  you  very  much. 

[The  prepared  statement  of  Dr.  RivHn  follows:] 

Prepared  Statement  of  Alice  M.  Rivlin,  Director,  Office  of  Management  and 

Budget 

Mr.  Chairman,  members  of  the  commitee,  thank  you  for  inviting  me  to  offer  the 
Administration's  views  on  line-item  veto  authority.  I  am  pleased  to  express  the  Ad- 
ministration's support  for  legislation  that  would  enchance  the  President's  authority 
to  cut  spending. 

As  you  know,  President  Clinton  has  said  repeatedly  that  he  favors  enactment  of 
item-veto  legislation.  During  the  1992  campaign,  the  President  stated  that  he  sup- 
ports such  a  tool  "to  eliminate  pork-barrel  projects  and  cut  Government  waste."  He 
repeated  his  support  in  the  February  17,  1993  document,  A  Vision  of  Change  for 
America,  and  in  speeches  and  letters  in  the  last  Congress. 

In  a  letter  to  the  congressional  leadership  last  week,  he  wrote: 

The  line-item  veto  authority  will  help  us  cut  unnecessary  spending  and 
reduce  the  budget  deficit.  It  is  a  powerful  tool  for  fighting  special  interests, 
who  too  often  are  able  to  win  approval  of  wasteful  projects  through  manipu- 
lation of  the  congressional  process,  and  bury  them  in  massive  bills  where 
they  are  protected  from  Presidential  vetoes.  It  will  increase  the  accountabil- 
ity of  Government.  I  want  a  strong  version  of  the  line-item  veto,  one  that 
enables  the  President  to  take  direct  steps  to  curb  wasteful  spending.  This 
is  clearly  an  area  where  both  parties  can  come  together  in  the  national  in- 
terest, and  I  look  forward  to  working  with  the  Congress  to  quickly  enact 
this  measure. 
Let  me  only  add  that  we  commend  you.  Chairman  Domenici,  for  holding  these 
hearings  on  this  important  subject.  We  believe  that  the  line-item  veto  is  a  matter 
on  which  the  Administration  and  Congress  can  agree  quickly.  We  hope  Congress 
moves  quickly,  in  a  bipartisan  manner,  to  enact  this  timely  and  much-needed  budg- 
eting reform. 

As  the  President's  letter  indicates,  he  supports  passage  of  the  strongest  version 
of  the  line-item  veto,  one  which  ensures  that  he  can  cut  unnecessary  spending,  re- 
duce the  budget  deficit,  and  fight  attempts  by  special  interests  to  fund  wasteful 
projects  at  taxpayers'  expense.  The  Administration  believes  that  the  line-item  veto 
must  be  broad  in  scope  and  become  effective  as  soon  as  possible. 

I  would  first  like  to  discuss  the  current  rescission  process,  and  the  characteristics 
of  item-veto  proposals,  before  turning  to  a  discussion  of  the  principal  features  of 
these  proposals. 

CURRENT  LAW  AND  ITEM  VETO  PROPOSALS 

Under  the  Impoundment  Control  Act  of  1974,  the  President  can  request  rescission 
of  discretionary  budget  authority,  but  Congress  does  not  have  to  vote  on  it.  That 
is,  the  current  process  does  not  require  a  vote.  If  Congress  enacts  no  bill  to  affirm 
the  President's  rescission  within  45  legislative  days,  the  proposal  is  defeated  and  the 
President  must  release  any  withheld  funds. 

Line-item  veto  proposals  seek  to  amend  the  Impoundment  Control  Act  to  expand 
the  very  limited  autnority  that  the  current  process  provides.  The  proposals  are  of 
two  types:  one  would  enchance  the  President's  current  rescission  powers  and  the 
other  would  ensure  congressional  consideration  of  presidential  rescission  proposals. 
I  will  refer  in  this  testimony  to  both  versions  as  a  line  item  veto. 

One  approach  is  S.  14,  introduced  by  you.  Chairman  Domenici  and  Senator  Exon. 
It  is  similar  in  its  basic  mechanism  to  the  Stenholm-Penny-Kasich  substitute  to 
H.R.  4600  that  passed  the  House  in  the  last  session.  Under  S.  14,  the  President 
could  send  Congress  proposed  cancellations  of  items  of  budget  authority,  direct 
spending,  or  targeted  tax  benefits  within  20  days  of  enactment  or  with  the  budget. 
"The  President  also  could  begin  withholding  the  funds.  The  cancellation  would  be  ac- 
companied by  a  draft  bill  that  would  enact  them.  Fast  track  procedures  would  force 
a  vote  on  the  President's  draft  bill  in  the  House  and  Senate.  The  budget  item  pro- 
posed for  cancellation  could  remain  withheld  until  the  day  after  the  date  on  which 
either  House  rejected  the  President's  bill. 

Examples  of  the  other  approach  are  S.  4,  introduced  by  Majority  Leader  Dole, 
Senator  McCain,  and  others,  and  H.R.  2.  Under  both  S.  4  and  H.R.  2,  the  President 
could  send  Congress  proposed  rescissions  of  budget  authority  in  appropriations  bills 
within  20  calendar  days  of  a  bill's  enactment.  Under  S.  4,  the  President  also  could 
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make  submissions  along  with  his  budget;  and  under  H.R.  2,  the  P*resident  could  sub- 
mit proposals  to  rescind  narrowly-targeted  tax  benefits. 

Congress  would  get  20  days  to  act  on  a  bill  to  disapprove  the  rescission.  In  addi- 
tion, the  President  would  get  10  days  to  review  any  disapproval  bill  passed  by  Con- 
gress, and  Congress  would  get  5  calendar  days  of  session  to  override  any  Presi- 
dential veto.  The  budget  authority  (or  targeted  tax  benefit)  is  permanently  cancelled 
unless  Congress  enacts  a  disapproval  bill  into  law  within  a  total  of  35  days  provided 
for  congressional  passage,  presentment  to  the  President,  and  (if  necessary)  veto 
override. 

ANALYSIS  OF  ITEM  VETO  PROPOSALS 

Basically,  the  line-item  veto  is  designed  to  increase  the  accountability  of  both 
branches  by  allowing  the  President  to  pare  back  budget  items  that  would  otherwise 
remain  embedded  in  omnibus  bills.  Line-item  veto  authority  surely  would  raise  the 
President's  accountability  on  spending:  A  President  could  not  escape  responsibility 
for  spending  simply  by  blaming  Congress  for  making  him  choose  between  (1)  accept- 
ing wasteful  spending  or  (2)  shutting  down  parts  of  the  Government  by  vetoing  an 
entire  appropriations  bill.  This  authority  would  let  the  President  recommend  spend- 
ing for  elimination,  and  convince  a  majority  of  Congress  to  accept  the  recommenda- 
tion. 

The  line-item  veto  also  will  increase  Congress'  ability  to  review  individual  spend- 
ing programs.  As  we  all  know,  the  fact  that  a  program  is  included  in  a  larger  appro- 
priations bill  does  not  always  mean  that  a  majority  of  Congress  actively  approved 
the  program.  Several  of  the  regular  appropriations  bills  now  exceed  $60  billion  each 
and  include  hundreds  of  items.  Reauiring  a  second  vote  on  certain  items  is  a  reason- 
able response  to  the  realities  of  tne  le^slative  process.  Thus,  item-veto  authority 
will  provide  a  useful  tool  for  the  President  and  Congress — at  a  time  when  each 
branch  would  find  new  tools  to  control  the  budget  particularly  helpful. 

The  line-item  veto  bills  would  require  some  congressional  action  to  defeat  a  rescis- 
sion, though  they  differ  on  the  nature  of  that  action.  Bills  such  as  S.  4  and  H.R. 
2  (and  the  Michel/Solomon  substitute  to  H.R.  4600,  which  the  House  voted  on  last 
year)  give  the  President  the  most  new  authority,  providing  that  Presidential  propos- 
als stand  unless  both  Houses  pass  a  bill  to  overturn  them  and  the  bill  is  enacted. 
Such  bills  as  S.  14  and  the  substitute  for  H.R.  4600  that  the  House  passed  last  year 
provide  less  new  authority.  Under  these  versions,  a  simple  majority  in  either  cham- 
ber could  reject  the  rescission,  simply  by  voting  against  the  bill. 

But  under  all  versions,  the  authors  of  special  interest  provisions  tucked  away  in 
spending  bills  will  have  to  defend  them.  Tne  proposals  would  shift  the  burden  from 
proponents  of  a  rescission  to  opponents. 

(Jurrently,  rescissions  apply  only  to  discretionary  budget  authority  provided  in  ap- 
propriations bills.  Some  proposals  would  apply  it  more  broadly,  to  direct  spending 
and  targeted  tax  breaks.  At  its  broadest,  line-item  veto  authority  would  apply  to  any 
budget  items  that  increase  the  deficit  on  the  spending  or  revenue  sides.  From  the 
standpoint  of  controlling  the  deficit,  that  would  be  the  most  effective  approach. 

S.  14  calls  for  cancelling  items  in  appropriations  bills,  items  of  direct  spending 
(i.e.,  entitlement),  or  any  targeted  tax  benefit.  S.  14  defines  the  term  "targeted  tax 
benefit"  quite  broadly.  On  the  other  hand,  H.R.  2  would  apply  to  budget  authority 
and  "targeted  tax  benefits,"  but  would  define  that  term  narrowly  to  mean  a  tax  pro- 
vision benefitting  five  or  fewer  taxpayers.  S.  4  would  apply  only  to  budget  authority 
provided  in  appropriations  bills,  just  as  the  existing  rescission  authority  does. 

The  problem  of  special  interest  provisions  tucked  away  in  large  bills  is  not  con- 
fined to  appropriations;  obviously  they  can  arise  in  huge  tax  measures.  In  this  re- 
gard, the  authority  to  veto  a  special  interest  tax  provision  only  if  it  applies  to  five 
or  fewer  taxpayers  v/ould  provide  little  help.  A  broader  category  of  tax  items  would 
complement  the  application  of  a  line-item  veto  all  items  of  budget  authority. 

Some  item  veto  bills  would  apply  such  authority  only  for  a  limited  period.  For  ex- 
ample, S.  14  would  apply  only  through  September  1998.  We  believe  that  such  au- 
thority should  apply  permanently. 

And  finally,  because  we  don't  know  when  Congress  might  enact  the  new  author- 
ity, we  believe  that  it  should  apply  to  any  budget  items  enacted  since  the  start  of 
the  104th  Congress.  We  hope  that  Congress  moves  quickly  enough  to  make  this  last 
point  a  moot  one. 

CONCLUSION 

The  President  supports  enactment  of  the  strongest  version  of  line-item  veto  au- 
thority. This  is  an  area  were  the  President  and  Congress  agree,  and  where  strong 
reform  can  make  a  real  difference  in  how  Government  operates.  We  want  to  work 
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with  the  committee  and  move  forward  quickly  with  a  strong,  well-designed  and  sen- 
sible proposal. 
I'll  be  happy  to  answer  any  questions  you  may  have. 

Chair  DOMENICI.  The  President  supports  the  strongest.  Which  is 
that? 

Dr.  RiVLlN.  As  I  said,  that  is  not  entirely  clear.  I  think  that,  gen- 
erally, we  would  view  S.  4  as  stronger,  although  there  are  some  re- 
spects in  which  S.  14  is  stronger  because  it  is  broader. 

Chairman  Domenici.  So  the  President  supports  either  bill? 

Dr.  RiVLlN.  Yes. 

Chairman  Domenici.  You  weren't  here,  but  Senators  have  indi- 
cated in  their  comments  here  that  this  could  save  money.  When  the 
President  was  a  candidate,  he  stated  that  he  could  save  $10  billion 
which  I  assume  is  over  4  years.  Some  say  it  will  save  nothing,  be- 
cause there  is  nothing  there  to  really  cut. 

Give  us  your  assessment  of  that,  please.  Tell  us,  second,  whether 
you  support  the  notion  that  if  a  line-item  veto  is  sustained,  what- 
ever process  we  use,  we  should  put  the  savings  toward  reducing 
the  deficit?  I  think  you  and  I  understand  that  to  mean,  do  we  lower 
the  caps?  If  we  don't,  it  is  available  to  be  spent. 

Would  you  answer  both  questions,  please? 

Dr.  RrvLiN.  I  can't  give  you  a  number,  obviously,  on  how  much 
spending  would  be  reduced. 

Chairman  Domenici.  Give  us  your  ballpark  figure. 

Dr.  RiVLlN.  I  think  it  would  be  significant,  but  not  enormous. 
There  is  substantial  special  interest-type  spending  and  items  in  the 
tax  code  that  would,  if  singled  out  for  line-item  veto  and  not  over- 
ridden, significantly  reduce  spending  and  the  deficit. 

On  the  other  hand,  I  don't  want  to  hold  out  the  hope  that  this 
will  change  the  whole  picture.  It  will  not.  Most  spending,  as  you 
know,  Mr.  Chairman,  is  in  the  ongoing  mandatory  programs.  Those 
would  not  be  touched  by  the  line-item  veto,  and  I  don't  think  we 
should  regard  the  line-item  veto  as  a  panacea. 

As  to  whether  the  savings  generated  by  the  line-item  veto  should 
be  used  to  lower  the  caps,  I  think  that  is  a  reasonable  idea  and  we 
would  certainly  not  oppose  it. 

Chairman  Domenici.  For  the  press  here,  when  we  speak  of  low- 
ering the  caps,  we  are  essentially  saying  whatever  savings  accrue 
cannot  be  spent,  and  if  you  don't  lower  the  cap,  then  the  appropri- 
ators  have  latitude  to  spend  whatever  is  saved  elsewhere  without 
facing  the  discipline  of  an  across-the-board  cut.  Without  a  cap  re- 
duction the  amount  rescinded  is  available  to  be  spent  again.  If  the 
caps  are  reduced  then,  obviously,  it  is  not  there  to  be  spent. 

You  indicate  you  would  not  be  opposed  to  a  lowering  of  the  cap 
as  part  of  the 

Dr.  RiVLiN.  No;  I  think  the  objective  here  is  to  get  spending  down 
and  the  deficit  down. 

Chairman  Domenici.  We  have  now  included  in  the  Exon-Domen- 
ici  proposal  the  authority  for  the  President  to  propose  the  repeal 
of  new  entitlements  and  new  mandatory  expenditures,  not  Social 
Security  that  exists,  not  medicare  that  exists,  but  new  ones.  What 
is  your  thought  on  whether  we  ought  to  give  Presidents  that  au- 
thority? 
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Dr.  RiVLlN.  I  think  it  is  a  good  idea.  I  think  it  is  more  difficult 
to  figure  out  exactly  how  you  do  it  than  how  it  would  be  worded, 
but  we  would  be  happy  to  work  with  you  on  that  problem. 

Chairman  DOMENICI.  Dr.  Rivlin,  I  am  clearly  not  trying  to  be 
part  of  a  bill  that  makes  it  difficult  for  the  executive  to  do  it.  My 
basic  premise  is  that  there  would  be  little  time  under  the  bill  to 
let  that  entitlement  get  onto  the  books  and  be  operative,  and  that 
makes  it  easier,  in  my  opinion  to  repeal  it.  In  other  words,  if  we 
enacted  an  entitlement  and  had  to  go  extract  it  after  it  was  an  en- 
titlement in  being,  repealing  that  entitlement  would  be  a  difficult 
job. 

Dr.  Rivlin.  Right. 

Chairman  Domenici.  But  if  you  say  20  days  after  it  is  passed, 
it  would  seem  to  me  that  you  could  extract  it  without  it  having 
ever  become  operative,  whatever  the  "it"  is. 

Dr.  RrvLiN.  Yes. 

Chairman  Domenici.  Would  you  agree  on  that? 

Dr.  Rivlin.  Yes. 

Chairman  DOMENICI.  I  have  no  further  questions.  I  yield  to  the 
ranking  member. 

Senator  EXON.  Mr.  Chairman,  thank  you  very  much. 

Dr.  Rivlin,  it  is  always  a  pleasure  to  have  you  here  in  this  room 
where,  I  think,  you  were  born,  or 

Dr.  RrvLiN.  Or  so  it  seems.  [Laughter.] 

Senator  ExoN.  It  is  good  to  have  you  back,  and  we  are  glad  that 
you  are  in  the  position  that  you  are  in. 

I  appreciate  very  much  your  testimony  which  is  right  on  point. 
Let  me  ask  a  question  or  two,  if  I  might.  Other  people  who  were 
here  this  morning  that  are  proposing  other  pieces  of  legislation, 
and  particularly  S.  4,  indicated  that  the  President  was  supporting 
that  measure.  I  think  that  the  President  has  made  it  clear  that  he 
is  supporting  that  measure. 

I  took  it  from  your  testimony  today  that  it  is  your  view  that  the 
President  supports  either  S.  4  or  S.  14  or  probably  anything  that 
is  in  the  general  ballpark  of  an  enhanced  recission  procedure.  Is 
that  correct? 

Dr.  Rivlin.  That  is  correct.  We  think  that  the  current  authority 
to  rescind  is  too  weak.  We  would  like  to  see  it  strengthened  and 
we  would  be  happy  with  either  measure  or  both. 

Senator  ExoN.  The  present  procedure  to  rescind  is  not  only  weak, 
it  is  almost  inoperative.  Has  the  present  procedure  that  we  have 
alluded  to,  where  the  President  can  rescind  but  generally  the  Con- 
gress has  ignored  it,  has  there  been  a  case  where  the  present  in- 
law recission  has  ever  been  put  into  effect? 

Dr.  RrVLiN.  There  have  been  rescissions  that  have  gone  into  ef- 
fect, yes. 

Senator  ExON.  Where  the  Congress  has  taken  them  up  and  ap- 
proved them,  is  that  correct? 

Dr.  RrvLiN.  Yes. 

Senator  ExON.  There  have  been?  When  was  the  last  time  that 
happened? 

Dr.  Rivlin.  I  don't  know  exactly.  I  saw  a  figure  that  about  one- 
third  of  all  proposed  Presidential  rescissions  have  been  accepted. 
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Senator  EXON.  For  the  most  part,  the  Presidents'  rescissions  are 
just  dead  on  arrival,  ignored  when  they  come  here,  and  that  is  the 
end  of  them,  so  we  have  to  strengthen  the  process. 

Let  me  ask  your  view  on  the  poHtical  situation  that  we  have.  I 
happen  to  have  the  feeling  that  we  have  been  reaching  out  and 
reaching  and  reaching  and  never  quite  getting  hold  of  the  branch. 
I  think  we  can  get  hold  of  the  log  this  time  and  maybe  get  this 
through. 

One  of  the  reasons  that  I  think  possibly  the  Domenici-Exon  pro- 
posal may  have  a  better  chance  of  passage  is  that  since  it  can  be 
overridden  by  a  majority,  it  partially  overcomes,  at  least  partially, 
the  strong  feelings  that  have  been  expressed  here  this  morning  in 
this  committee  and  the  strong  feelings  that  have  been  expressed  on 
the  Senate  floor  previously,  with  the  fact  that  you  are  shifting  too 
much  power  from  what  is  traditionally  the  legislative  side  of  the 
scale  over  to  the  executive  side. 

It  seems  to  me  that  when  we  get  down  to  the  majority  vote,  that 
pretty  much  nullifies,  at  least,  most  of  that  argument.  If  the  Con- 
gress cannot  even  muster  a  majority,  then  probably,  I  think,  it 
would  follow  that  they  made  a  mistake  in  passing  the  legislation 
in  the  first  instance. 

Politically  speaking,  wouldn't  you  think  that  that  may  help  us 
out  with  some  of  the  learned  and  influential  Members  of  the  Con- 
gress that  have  always  made  that  argument,  don't  bother  the  shift 
in  power?  I  think  when  we  are  talking  about  a  majority  rather 
than  a  super-majority,  that  argument,  to  a  large  extent,  is  nullified 
from  a  political  standpoint.  What  is  your  view? 

Dr.  RiVLiN.  You  would  be  a  better  judge  of  that,  Senator  Exon, 
than  I  am,  but  certainly  if  Senators  and,  indeed,  Congressmen  are 
worried  about  a  shift  in  power,  the  majority  vote  might  be  reassur- 
ing. They  wouldn't  have  to  muster  the  two-thirds. 

I  don't  think  this  is  much  of  a  shift  of  power.  I  think  it  benefits 
both  the  Executive  and  the  Congress  in  making  both  more  account- 
able to  the  public. 

Senator  Exon.  In  the  end,  let  me  just  thank  you  very  much  for 
pointing  out  what  I  think  many  of  us  pointed  out,  including  the 
original  cosponsors  of  S.  14,  and  that  is  that  this  is  certainly  not 
a  cure-all.  I  think  everyone  should  understand  that.  It  is  simply 
one  more  tool  in  the  arsenal  that  I  think  we  have  to  use,  one  more 
tool,  if  you  will,  to  bring  the  President  to  heel  on  some  of  these 
things.  Oftentimes,  the  President  has  just  said,  well,  for  all  prac- 
tical purposes,  I  don't  have  a  line-item  veto  or  enhanced  recission 
authority  and  therefore  I  can't  use  it  and  therefore  it  is  the 
Congress's  fault  for  doing  all  these  bad  things. 

It  seems  to  me  that,  if  nothing  else,  it  would  send  a  very  clear 
signal  on  pork-barrel  spending  that  could  be  so  identified  quite 
readily.  It  seems  to  me  that  if  we  had  a  measure  like  this,  while 
some  of  it  could  be  knocked  out  by  action  of  the  President  and  un- 
less overridden  by  a  majority,  it  would  fall,  I  think  it  may  keep  a 
lot  of  pork-barrel  spending  out  of  legislation.  The  Senators  that 
want  to  put  that  pork  barrel  in  might  recognize  that  it  could  be 
quite  easily  exposed  and  forced  to  an  up  or  down  vote  under  the 
new  system. 

Do  you  think  that  is  a  fair  conclusion? 
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Dr.  RiVLlN.  I  think  that  is  certainly  possible.  As  you  suggest,  it 
takes  away  excuses  that  have  been  used  by  Presidents  and  Con- 
gresses for  not  acting  on  special  interest  legislation. 

Senator  ExON.  Dr.  Rivlin,  thank  you  very  much.  I  have  no  fur- 
ther questions. 

Chairman  DOMENICI.  Senator  Frist? 

Senator  Frist.  Thank  you,  Mr.  Chairman. 

Dr.  Rivlin,  thank  you  for  being  here  today.  I  have  just  one  very 
quick  question.  It  plays  a  little  bit  on  the  balance  of  power. 

In  the  opening  statement  this  morning,  our  Chairman  mentioned 
the  concept  of  a  sunset  provision.  Do  you  think  that  is  necessary? 

Dr.  Rivlin.  I  think  it  would  be  better  if  it  were  permanent,  but 
I  don't  see  any  reason  not  to  have  a  sunset  provision  if  the  Con- 
gress wants  to  try  it  out. 

Chairman  Domenici.  Of  course,  I  might  remind  my  friend  that 
she  represents  the  executive  branch.  They  have  wanted  this  forever 
and  they  would  like  it  forever.  We  don't  know  how  it  will  work  yet. 

Senator  Rollings? 

Senator  Rollings.  I  don't  know  that  the  executive  branch  has 
always  wanted  it. 

Chairman  DOMENICI.  Maybe  not. 

Senator  ROLLINGS.  I  denote  in  the  Chairman's  comment,  relative 
to  let  us  say  we  did  get  a  majority  for  capital  gains  and  then  it 
would  sort  of  be  inordinate  if  it  went  to  the  President  and  came 
back  with  a  veto  and  would  require  66  votes  when  we  were  only 
able  to  get  the  51.  I  hope  we  don't  go  down  that  road,  one,  with 
respect  to  power.  Forty-three  States  have  it  and  no  one  really  gets 
into  the  argument  at  the  State  level  about  the  Governors  are  too 
powerful  and  the  legislature  is  too  wegik.  Otherwise,  there  it  is. 

If  you  enroll  these  matters  separately,  then  the  President  has, 
just  like  any  other  Member  of  Congress,  a  line-item  veto.  I  insist 
again,  I  have  a  line-item  veto.  I  can  go  down  on  the  floor  this  after- 
noon and  if  I  can  get  a  majority  vote  on  a  particular  provision  in 
a  bill  to  be  eliminated,  I  have  vetoed  that  provision. 

Our  President  ought  to  have  some  authority,  and  I  think  that  is 
reedly  the  problem  today  and  it  is  real.  I  am  not  commenting  politi- 
cally, but  I  have  followed  it  very  closely  and  I  think  that  was  one 
of  the  difficulties  on  reelection  that  our  distinguished  friend.  Presi- 
dent Bush,  had.  In  4  years,  he  had  43  vetoes  but  he  never  vetoed 
a  spending  bill.  He  never  vetoed  a  spending  bill.  Deficits  were 
going  from  $200  up  to  $400  biUion,  and  that,  in  essence,  was  part 
of  his  demise.  Ris  excuse,  of  course,  was,  wait  a  minute,  I  can't  get 
at  it.  I  have  to  keep  the  Government  going.  I  wish  I  had  it. 

So  let  us  fix  responsibility.  We  have  all  become  pollster  puppets 
around  here  and  pollster  politicians  and  we  know  how  to  play  the 
game.  I  would  hope  we  don't  bog  down  in  procedures  to  go  back 
and  come  back  and  get  a  majority  vote,  but  finally  to  do  this,  to 
do  that.  Let  us  just,  in  reality,  operate  under  the  Constitution 
where  the  President  has  got  a  veto  unless  overridden  by  a  two- 
thirds  vote. 

Raving  said  that.  Dr.  Rivlin,  the  birth  took  place  on  the  third 
floor  of  the  Russell  Building,  not  here,  20  years  ago,  and  I  welcome 
you  back.  You  have  done  an  outstanding  job.  They  say  the  only  ves- 
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sel  that  leaks  from  the  top  is  the  White  House.  I  hope  you  have 
learned  to  whisper  rather  than  send  memos. 

Dr.  RiVLlN.  I  have,  Senator. 

Senator  ROLLINGS.  Thank  you,  ma'am. 

Thank  you  very  much,  Mr.  Chairman. 

Senator  ExON.  I  would  just  add  a  caveat  in  there.  I  wish  to  cor- 
rect Senator  Hollings's  statement  that  the  birth  occurred  some- 
where else.  I  would  simply  say  that  since  I  have  been  here,  she  has 
always  been  in  this  room.  I  simply  would  tell  my  friend  from  South 
Carolina  that  you  are  mistaken.  She  was  not  old  enough  to  be 
around  when  we  had  those  meetings  in  that  old  building.  [Laugh- 
ter.] 

Chairman  Domenicl  Thank  you  very  much. 

Senator  ExON.  And  she  will  agree. 

Chairman  DOMENICL  She  appreciates  that. 

Dr.  RrvLiN.  Right. 

Chairman  DOMENICL  Let  me  state  for  the  record,  Senator  Rol- 
lings, I  was  not  talking  about  the  line-item  veto  in  the  way  you 
were.  I  was  talking  about  what  do  we  define  as  a  tax  expenditure. 
That  is  all  I  was  talking  about. 

Senator  Rollings.  All  right. 

Chairman  DOMENICI.  Maybe  since  you  have  been  here  so  long 
and  you  are  so  relaxed  and  full  of  information,  maybe  you  could  tell 
us  whether  the  President  is  going  to  submit  the  emergency  supple- 
mental on  Raiti,  Cuba,  Bosnia,  and  perhaps  California  before  he 
submits  his  budget  or  not. 

Dr.  RiVLlN.  Our  present  intention  is  to  submit  it  with  the  budget, 
Mr.  Chairman,  but  we  are  happy  to  work  with  you  and  others  on 
these  timing  matters. 

Chairman  Domenici.  Do  I  understand  that,  currently,  the  Presi- 
dent does  not  intend  to  send  us  the  emergency  supplemental  until 
he  sends  his  budget,  which  is  going  to  occur  when? 

Dr.  Rivlin.  February  6. 

Chairman  DOMENICI.  Do  I  understand  you  correctly? 

Dr.  Rivlin.  Yes. 

Chairman  DoMENici.  Thank  you  very  much.  We  stand  adjourned. 

[Whereupon,  at  12:36  p.m.,  the  committee  was  adjourned.] 
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FRIDAY,  JANUARY  27,  1995 

U.S.  Senate, 
Committee  on  the  Budget, 

Washington,  DC. 
The  committee  met,  pursuant  to  notice,  at  9:39  a.m.,  in  room 
SD-608,  Dirksen  Senate  Office  Building,  Hon.  Bill  Frist  presiding. 
Present:    Senators    Domenici,    Grassley,    Bond,    Brown,    Gorton, 
Snowe,  Abraham,  Frist,  Exon,  Simon,  and  Conrad. 

Staff  present:  G.  William  Hoagland,  staff  director;  and  Carol 
McGuire,  assistant  staff  director,  director  of  appropriations  activi- 
ties. 

For  the  minority:  William  G.  Dauster,  democratic  chief  of  staff 
and  chief  counsel;  and  Meg  Duncan,  junior  analyst  for  general  gov- 
ernment and  community  and  regional  development. 

OPENING  STATEMENT  OF  SENATOR  FRIST 

Senator  Frist.  In  the  absence  of  Chairman  Domenici,  who  will 
be  here  shortly,  I  would  like  to  go  ahead  and  open  the  meeting  for- 
mally. 

I  want  to  welcome  our  colleagues  and  distinguished  witnesses 
today  to  the  second  of  three  hearings  that  will  begin  to  frame  the 
debate  as  Congress  confronts  the  challenge  of  balancing  the  Fed- 
eral budget  and  leaving  a  true  legacy,  other  than  debt,  for  our  chil- 
dren and  our  children's  children. 

This  past  Monday,  we  heard  distinguished  scholars  outline  the 
broad  parameters  within  which  this  momentous  debate  should  be 
carried  out.  I  believe  that  there  was  a  general  consensus  that  the 
time  has  come  to  redefine  the  appropriate  role  of  the  Federal  Gov- 
ernment and  to  consider  innovative  ways  to  meet  those  challenges 
which  have  been  defined  as  governing  in  the  21st  century. 

I  hope  that  the  witnesses  today  will  engage  the  committee  with 
their  observations  about  Federal  programs  that  have  achieved  their 
intended  purposes  which  may  be  duplicated  by  other  public  and 
other  private  efforts  and  which  may  no  longer  be  pressing  national 
priorities.  Suggestions  for  restructuring  Federal  programs  or  Fed- 
eral agencies  to  more  effectively  meet  priority  needs  would  also  be 
helpful. 

As  for  myself,  as  a  new  member  of  the  Senate,  I  am  only  now 
beginning  to  roll  up  my  sleeves  and  dig  into  the  specifics  of  the 
vast  number  of  Federal  programs  that  must  be  reformed,  restruc- 
tured, and  even  repealed.  Outside  experts,  such  as  our  panelists 
today,  are  and  will  continue  to  be  extremely  helpful  in  identifying 
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those  government  programs  that  have  outlived  their  usefulness, 
have  failed,  or  are  duplicative.  I  look  forward  to  hearing  their  testi- 
mony. 
I  would  like  now  to  turn  to  Senator  Exon. 

OPENING  STATEMENT  OF  SENATOR  EXON 

Senator  Exon.  Mr.  Chairman,  thank  you  very  much,  and  with 
apologies  to  you  and  Chairman  Domenici  and  the  important  wit- 
nesses we  have  today,  it  just  so  happens  that  it  is  not  a  usual  Fri- 
day morning.  It  is  a  terribly  complicated  one,  schedule-wise,  for 
this  Senator  and  I  will  be  in  and  out  as  much  as  I  can  be,  but  I 
do  have  some  other  commitments  and  with  my  apologies  to  you  and 
to  the  witnesses,  I  do  want  to  make  some  opening  comments  be- 
cause this  is  an  important  hearing,  the  last  of  a  very  important 
week  of  hearings  that  we  have  had  here,  and  I  congratulate  Chair- 
man Domenici  for  bringing  this  to  the  fore. 

I  listened  with  interest  to  your  opening  statement,  and  I  think 
I  agree.  Senator  Frist,  with  about  everything  that  you  have  said. 
I  want  to  welcome  our  panels  of  witnesses  as  we  continue  to  have 
these  importEuit  hearings  on  how  we  are  going  to  govern  and  how 
we  are  going  to  make  the  obvious  and  necessary  and  demanded 
changes  for  the  21st  century. 

I  believe  that  we  are  confronted  with  two  distinct,  yet  related 
challenges.  First,  we  must  determine  which  Federal  programs  can 
be  cut  or  eliminated,  and  there  are  many.  There  is  plenty  of  room 
to  cut  the  budget.  Many  Federal  programs  are  barnacles  attached 
to  our  ship  of  state;  it  is  time  to  strip  them  off  in  one  way  or  an- 
other, and  the  quicker  the  better. 

Some  of  these  programs  have  outlived  their  usefulness  or  they 
duplicate  other  programs  that  probably  we  are  going  to  keep.  Oth- 
ers would  be  better  performed  by  States  and  localities.  Still  others 
might  be  privatized,  which  is  a  new  magic  word.  I  think  it  is  help- 
ful, but,  you  know,  it  is  just  a  part  of  the  answer  to  the  many  dif- 
ficult choices  and  problems  that  we  have  to  face. 

As  this  committee  will  be  responsible  to  take  the  lead  in  outlin- 
ing where  we  are  going  to  go  from  here  to  the  year  2002,  I  think 
that  we  will  in  the  Senate  pass  a  constitutional  amendment  to  bal- 
ance the  budget.  I  think  we  should  take  a  very  close  look  at  the 
road  that  we  are  following.  I  think  sometimes  haste  makes  waste, 
but  I  certainly  don't  want  to  delay  it. 

I  have  long  been  a  sponsor  of  and  voted  for  balanced  budget 
amendments,  and  the  House  action  yesterday,  I  think,  puts  the  ball 
over  in  our  court  and  I  think  we  have  to  perform  with  diligence, 
with  dedication,  and  with  a  great  deal  of  understanding  on  a  bipar- 
tisan basis.  Certainly,  the  march  to  a  balanced  budget  amendment, 
and  hopefully  the  result  of  balancing  the  budget  in  the  reasonable 
future,  can  be  a  shared  responsibility  between  the  Democrats  and 
Republicans  on  this  committee,  in  the  Senate,  and  in  the  Congress 
as  a  whole. 

I  would  simply  point  out  that  we  came  within,  I  think,  one  or  two 
votes  of  passing  a  balanced  budget  amendment  last  year.  I  think 
we  are  going  to  be  successful  this  year.  I  hope  that  we  can  make 
it  as  nonpartisan  a  situation  as  possible  because  the  thought  that 
either  Democrats  or  Republicans  want  to  continue  on  the  present 
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course  that  we  have  been  on  for,  these  last  many  years  is  just,  in 
my  opinion,  distorting  the  facts  of  the  situation. 

So  this  isn't  poHtics.  This  is  government,  it  is  good  government, 
and  we  have  witnesses  as  we  have  this  morning  that  the  Chairman 
has  called  to  help  us  out  in  making  these  important  decisions.  It 
is  important  to  this  Senator,  and  I  suggest  to  all  of  my  colleagues, 
that  we  listen  and  heed  and  then  act. 

We  have  made  some  progress,  though,  I  would  suggest,  that 
some  people  seem  to  poo-poo  or  overlook  in  reducing  the  size  of  gov- 
ernment. Thanks  primarily  to  President  Clinton  and  Vice  President 
Gore,  we  will  have  the  smallest  Federal  bureaucracy  since  John  F. 
Kennedy  was  President  of  the  United  States.  It  needs  to  be  small- 
er. We  are  eliminating  the  dead  wood  that  litters  the  budget.  The 
President  said  on  Tuesday  that  he  will  also  cut  $130  billion  more 
in  spending  and  he  will  shrink  and  consolidate  departments.  I  com- 
mend the  President,  but  frankly  there  is  still  a  lot  of  room  for  fur- 
ther improvement. 

Our  second  challenge  involves  the  proper  management  of  the 
government.  I  am  always  fearful  from  some  of  the  rhetoric  that  I 
hear  that  some  people  are  out  to  destroy  government.  You  know, 
let's  give  the  government  a  lot  of  credit  for  a  lot  of  the  good  things 
that  the  government  has  done,  and  I  suspect  that  our  witnesses 
this  morning  might  be  testifying  on  some  of  those  things  that  they 
think  have  worked  well  and  will  be  spelling  out,  hopefully,  things 
that  have  not  worked  so  well  for  drastic  cutbacks  or  possibly  elimi- 
nation. 

The  demands  placed  on  smaller  government  will  be  very  much 
greater,  though.  The  standards  set  for  a  leaner  government  must 
be  greater,  too.  Inefficient  government  does  not  have  to  be  con- 
trolled in  such-and-such  terms.  I  believe  that  both  halves  of  the 
equation  boil  down  to  one  word,  "credibility,"  and  maybe  a  second 
word,  "workability."  To  balance  the  budget,  we  have  to  make  credi- 
ble and  fair  cuts  in  spending.  There  can  be  no  hocus-pocus  and 
phony  numbers,  no  smoke,  and  no  mirrors. 

The  American  public  must  also  believe  that  these  cuts  will  bring 
the  budget  into  balance,  and  once  and  for  all  we  cannot  afford  an- 
other Gramm-Rudman  failure,  and  failure  it  was,  and  this  Senator 
voted  against  it  because  I  thought  that  it  promised  too  much  with 
very  little  to  enforce  it. 

The  public  must  be  further  convinced  that  we  are  changing  gov- 
ernment to  better  serve  them.  They  must  see  a  more  efficient  and 
effective  use  of  their  hard-earned  tax  dollars.  If  we  are  just  shuf- 
fling boxes  on  a  management  chart,  we  have  failed  the  American 
people. 

Once  again,  I  welcome  our  witnesses  and  I  look  forward  to  their 
thoughts  on  setting  priorities  for  our  scarce  Federal  dollars  and  re- 
sources. Mr.  Chairman,  thank  you  very  much  and  I  will  be  here  as 
long  as  I  can. 

Senator  Frist.  Thank  you.  I  will  also  make  Chairman  Domenici's 
opening  statement,  which  is  in  people's  folders  today,  part  of  the 
record. 

[The  prepared  statement  of  Senator  Domenici  follows:] 
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Opening  Statement  of  Chairman  Pete  V.  Domenici 

I  want  to  welcome  my  colleagues  and  our  distinguished  witnesses  to  the  second 
of  three  hearings  that  I  hope  will  begin  to  frame  the  debate  as  the  Congress  con- 
fronts the  challenge  of  balancing  the  Federal  budget  and  leaving  a  legacy  other  than 
debt  for  our  children  and  our  children's  children. 

This  past  Tuesday  we  heard  distinguished  scholars  outline  the  broad  parameters 
within  which  this  momentous  debate  should  be  carried  out.  I  believe  there  was  a 
general  consensus  that  the  time  has  come  to  redefine  the  appropriate  role  of  the 
Federal  Government  and  to  consider  innovative  ways  to  meet  the  challenges  of 
"Governing  in  the  21st  Century". 

No  one  present  today  underestimates  the  difficulty  of  that  task,  nor  that  it  will 
be  a  lively  debate.  The  104th  Congress  faces  a  significant  opportunity  to  define  a 
new  way  to  govern  and  put  the  Nation  on  the  road  to  fiscal  responsibility. 

This  task  will  be  undertaken  under  significant  constraints  of  a  Balanced  Budget 
Amendment.  What  I  hope  this  committee  can  do  today  is  to  advance  the  discussion 
about  the  appropriate  role  of  the  Federal  Government  in  the  new  century,  including 
more  effective  ways  to  fund  government  activities  and  achieve  program  goals. 

I  hope  that  we  will  take  a  critical  look  at  long-held  notions  about  what  the  Fed- 
eral Government  should  do,  for  in  the  words  of  the  late  President:  "Our  aim  should 
not  be  to  make  government  more  efficient  in  doing  what  it  should  not  have  tried 
to  do  in  the  first  place." 

The  President  was  Richard  Nixon.  These  words  can  be  the  guidepost  by  which  we 
undertake  this  historic  debate. 

Over  the  years,  and  with  the  best  of  intentions,  the  Congress  and  the  President 
have  proposed  Federal  programs  to  try  to  solve  the  Nation's  problems.  Most  of  these 
programs  have  been  on  the  books  since  the  mid-1960's  or  early  1970's.  These  pro- 
grams are  still  on  the  books  but  have  been  superseded  by  programs  that  we  think 
will  work  even  better. 

The  problem  we  now  face  is  the  duplication  and  continuation  of  programs  that 
don't  really  solve  our  problems,  layered  with  subsequent  programs  that  we  hope  will 
do  a  better  job. 

It  is  time  for  Congress,  and  especially  its  authorizing  committees,  to  recognize  the 
significant  and  long-term  constraints  on  the  budget,  and  to  ask  three  crucial  ques- 
tions for  each  and  every  Federal  program: 

Has  this  program  achieved  its  program  goals  successfully? 

Would  Congress  have  started  this  program  when  it  did,  if  at  the  time  the  program 
was  created,  we  were  facing  the  imbalance  in  our  Federal  accounts  that  we  face 
today  and  into  the  21st  century?  If  the  answer  is  no,  then  that  program  should  go 
to  the  top  of  the  list  for  possible  termination. 

If  the  Federal  Government  does  not  fund  this  activity,  would  State  and  local  gov- 
ernments believe  it  a  high  enough  priority  to  fund  the  program?  If  the  answer  is 
no,  then  there  would  be  no  cost  shifting  to  the  States  if  that  program  were  termi- 
nated. Both  Federal  and  State  taxpayers  would  be  better  off  in  this  instance. 

There  are  many  other  questions  to  be  asked,  but  I  think  these  three  go  to  the 
very  essence  of  this  debate. 

I  hope  the  witnesses  will  engage  the  committee  with  their  observations  about  Fed- 
eral programs  that  have  achieved  their  intended  purposes,  which  may  be  duplicated 
by  otner  public  or  private  efforts,  and  which  may  no  longer  be  pressing  national  pri- 
orities. Suggestions  for  restructuring  Federal  programs  or  Federal  agencies  to  more 
effectively  meet  priority  needs  woula  also  be  helpful. 

budget  overview 

Some  may  think  that  this  hearing  applies  only  to  discretionary  spending  because 
that  is  generally  the  one-third  of  the  budget  that  is  controllable  through  annual  ap- 
propriations action  and  is  generally  targeted  for  proposals  for  program  terminations 
ana  reductions.  This  is  not  the  case. 

According  to  the  Congressional  Budget  Office,  of  the  expected  $1.5  trillion  Federal 
budget  for  fiscal  year  1995,  $544  billion  in  outlays  will  go  to  discretionair  spending. 
Some  $270  billion  will  go  to  defense,  $21  billion  will  go  to  international  programs, 
and  $253  billion  will  go  to  domestic  discretionary  programs. 

Under  the  Budget  Enforcement  Act  of  1990  and  the  Omnibus  Reconciliation  Act 
of  1993,  overall  discretionary  spending  is  essentially  at  an  outlay  freeze  through  fis- 
cal year  1998. 

Approximately  half  of  all  discretionary  spending  is  for  defense.  Almost  any  way 
you  look  at  defense  spending,  it  has  fallen  since  the  mid-1980's. 

Between  1985  and  1994,  defense  outlays: 


81 

•  as  a  percent  of  discretionary  spending,  have  fallen  from  61  percent  to 
52  percent; 

•  as  a  percent  of  federal  outlays,  have  fallen  from  27  percent  to  19  per- 
cent; and 

•  as  a  percent  of  gross  domestic  product,  have  fallen  from  6.4  percent  to 
4.3  percent. 

Defense  outlays  will  fall  to  below  3  percent  of  the  gross  domestic  product  by  the 
year  2000. 

The  trend  in  spending  for  international  programs  is  also  on  the  decline. 

Domestic  discretionary  spending  has  largely  held  its  own  in  recent  years  as  de- 
fense expenditures  were  reduced,  but  that  trend  is  likely  to  change  as  Congress  con- 
siders restoring  some  amounts  to  the  defense  budget. 

We  all  know  that  entitlement  and  mandatory  spending,  including  interest  on  the 

f)ublic  debt,  consumes  almost  two-thirds  of  the  overall  Federal  budget,  and  directly 
eads  to  the  increasing  deficit  projections  early  in  the  next  century. 

Between  1995  and  2000,  CBO  estimates  that  entitlement  and  other  mandatory 
spending  will  increase  from  $845  to  $1,173  trillion.  That's  an  average  annual  growth 
rate  of  6.8  percent. 

By  far  the  fastest  growing  entitlement  programs  are  medicare  and  medicaid. 

CBO's  new  forecast  for  these  health  entitlements  is  somewhat  below  last  year's 
projections,  but  the  fact  remains  these  programs  are  expected  to  grow  10  percent 
annually  for  as  far  as  the  eye  can  see. 

These  are  the  general  parameters  within  which  the  Congress  must  seek  a  consen- 
sus on  how  to  balance  the  Federal  budget.  The  Budget  Committee  welcomes  a  dis- 
cussion of  all  these  issues. 

TASK  OF  THE  BUDGET  COMMITTEE 

As  I  stated  at  the  hearing  on  Monday,  the  Budget  Committee  gets  the  first  crack 
at  laying  out  a  fiscal  blueprint  to  get  the  country  from  here  to  there.  In  other  words, 
to  get  us  significantly  toward  a  balanced  Federal  budget. 

I  can  assure  my  esteemed  ranking  member  that  I  am  committed  to  laying  out  a 
proposal  to  achieve  this  goal.  I  hope  that  both  Republican  and  Democratic  Senators 
will  then  try  to  build  a  consensus  on  carrying  out  a  plan. 

The  Budget  Committee  will  necessarily  have  to  make  some  assumptions  about 
what  programs  could  be  reduced,  restructured,  or  even  eliminated. 

However,  I  must  emphasize  that  the  Budget  Committee  can  lay  out  the  blueprint 
toward  a  balanced  budget,  but  it  does  not  have  the  legislative  authority  to  imple- 
ment it.  Those  changes  will  be  accomplished  by  the  authorizing  and  tax  writing 
committees  through  the  reconciliation  process,  and  by  the  Appropriations  Commit- 
tee through  the  appropriations  process. 

I  sincerely  hope  that  we  will  have  a  commitment  from  all  committees  of  the  Con- 
gress to  participate  in  this  momentous  debate.  I  particularly  urge  the  authorizing 
committees,  which  thus  far  have  not  been  constrained  by  the  discretionary  spending 
caps,  to  fully  exercise  their  oversight  roles  and  give  some  guidance  to  the  Budget 
and  Appropriations  Committees  in  this  task. 

While  the  assumptions  of  the  budget  Committee  are  not  binding  on  the  other  com- 
mittees of  Congress,  it  is  my  hope  that  discussion  of  the  budget  resolution  targeted 
toward  a  balanced  Federal  budget  will  help  build  a  consensus  in  the  Congress,  in 
partnership  with  the  President  and  the  American  people,  as  to  where  this  Nation 
is  headed.  How  do  we  best  meet  the  challenges  of  tne  21st  century,  and  finally  get 
our  fiscal  house  in  order? 

How  do  we  better  promote  the  freedom  and  opportunity  envisioned  by  the  Found- 
ing Fathers  for  all  Americans? 

How  do  we  uphold,  as  the  tenth  amendment  guarantees,  that  powers  not  specifi- 
cally delegated  to  the  Federal  Government  by  the  Constitution,  are  reserved  to  the 
States,  but  more  importantly,  to  the  American  people? 

I  hope  this  hearing  will  start  the  discussion  of  these  most  essential  and  important 
issues  to  our  future.  I  look  forward  to  hearing  from  each  of  our  witnesses,  and  be- 
ginning this  long-overdue  debate. 

Senator  Frist.  Senator  Bond? 

OPENING  STATEMENT  OF  SENATOR  BOND 

Senator  Bond.  Thank  you  very  much,  Mr.  Chairman,  and  I  want 
to  join  in  welcoming  the  witnesses.  I  think  there  is  much  that  we 
can  learn.  We  want  to  make  sure  that  the  witnesses  have  good, 
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solid  information  because  as  our  friend  from  Nebraska  indicated, 
there  are  many  government  programs  that  do  provide  benefits,  but 
we  all  know  that  there  are  many  that  do  not  provide  what  they  are 
expected  to,  and  I  think  there  has  never  been  a  better  time  than 
now  to  make  the  cuts,  to  make  the  changes,  to  see  that  government 
only  does  what  it  needs  to,  and  that  it  does  that  well. 

I  take  slight  exception  to  the  comments  from  my  former  guber- 
natorial colleague  and  friend  from  Nebraska  that  Gramm-Rud- 
man-Hollings  was  a  failure.  Gramm-Rudman-Hollings  took  a  duck 
on  the  toughest  issue,  and  that  was  putting  a  limit  on  entitle- 
ments, mandated  or  directed  spending.  To  that  extent,  it  didn't  get 
a  handle  on  the  element  of  the  budget  that  is  going  to  be  like  the 
tomato  that  ate  the  country  and  devour  our  Federal  budget  the  lat- 
ter part  of  this  century  and  on  into  the  next  century.  But  Gramm- 
Rudman-Hollings  did  put  some  caps  on  appropriated  spending,  and 
I  think  that  those  have  served  to  instill  some  discipline. 

The  balanced  budget  amendment  is  a  very  harsh  tool.  I  listened 
to  a  commentator  this  morning  on  the  radio  who  said  there  are 
many  good  arguments  against  it.  All  those  arguments  are  sound. 
The  fact  is  that  for  17  years,  government  has  failed,  Congress  and 
the  President,  to  stop  the  deficit  spending  that  could  bankrupt  our 
government  and  destroy  our  economy.  We  have  the  challenge  in 
this  committee  to  move  the  Congress  in  the  direction  of  getting  a 
handle  on  government,  and  we  look  forward  to  the  wisdom  £ind 
guidance  of  our  witnesses  today. 

Thank  you,  Mr.  Chairman. 

Senator  Frist.  Thank  you,  Senator  Bond. 

Senator  Conrad? 

OPENING  STATEMENT  OF  SENATOR  CONRAD 

Senator  Conrad.  Thank  you,  Mr.  Chairman.  So  much  has  been 
said  in  the  last  several  weeks  about  where  the  United  States  is 
with  respect  to  fiscal  policy,  it  is  almost  hard  to  know  where  to 
begin  to  respond,  but  I  think  it  is  important  to  keep  things  in  some 
kind  of  context  and  the  truth  is  we  have  made  substantial  progress 
at  reducing  the  deficit. 

We  are  now  down  to  a  deficit  this  year  of  2.5  percent  of  gross 
domestic  product.  The  last  time  we  were  at  that  level  was  some  15 
years  ago.  So  progress  has  been  made,  but  the  job  is  clearly  not 
done  and  the  situation  is  about  to  worsen.  I  think  perhaps  the  best 
work  that  has  been  done  recently  is  the  Kerrey-Danforth  Entitle- 
ments Commission,  and  I  think  perhaps  the  most  alarming  statis- 
tic that  they  have  developed  is,  in  the  year  2012,  unless  appro- 
priate policy  changes  are  made  in  the  interim,  projected  outlays  for 
entitlements  and  interest  on  the  National  debt — just  entitlements 
and  interest  on  the  National  debt  will  consume  all  tax  revenues 
collected  by  the  Federal  Government. 

You  know,  we  face  a  challenge.  When  I  first  came  here,  I  started 
a  group  called  the  Deficit  Reduction  Caucus.  Senator  Bond  was 
very  active  in  that.  Senator  Packwood,  and  others,  and  we  spent 
a  lot  of  time  examining  the  Federal  budget.  There  is  no  question 
that  there  are  places  that  can  be  cut,  and  there  is  no  question  that 
there  is  no  alternative  but  to  make  cuts.  We  must  bring  this  budg- 
et into  balance,  and  we  have  got  a  window  of  opportunity  here  that 
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is  going  to  close  when  the  baby-boomers  start  to  retire.  That  is  why 
it  is  so  critical  that  we  take  steps  now  to  keep  moving  toward  get- 
ting our  fiscal  house  in  order.  So  I  welcome  these  witnesses  and  I 
thank  them  for  the  effort  they  have  made  to  make  suggestions. 

I  thank  the  Chairman. 

Senator  Frist.  Thank  you. 

Our  first  witness  today  is  Mr.  Scott  Fosler,  who  has  served  as 
President  of  the  National  Academy  of  Public  Administration  since 
February  of  1992.  He  directs  the  National  Academy  of  Public  Ad- 
ministration's diverse  program  of  research  activities  and  manage- 
ment advisory  services  for  Federal,  State,  and  local  government,  as 
well  as  international  organizations. 

Mr.  Fosler  was  most  recently  Vice  President  and  Director  of  Gov- 
ernment Studies  for  the  Committee  for  Economic  Development,  a 
national  public  policy  organization  of  corporate  executives  and  uni- 
versity presidents.  At  CED,  Mr.  Fosler  directed  projects  on  edu- 
cation governance,  economic  development,  workforce  development, 
public-private  partnerships,  urban  policy,  and  State  and  local  gov- 
ernment management. 

Mr.  Fosler,  we  appreciate  your  being  with  us  here  today. 

STATEMENT  OF  R.  SCOTT  FOSLER,  PRESIDENT,  NATIONAL 
ACADEMY  OF  PUBLIC  ADMINISTRATION 

Mr.  Fosler.  Thank  you  very  much,  Mr.  Chairman.  It  is  a  privi- 
lege for  me  to  be  here  to  participate  in  your  deliberations  on  the 
role  of  government. 

The  National  Academy  of  Public  Administration,  or  NAPA,  is  a 
non-partisan,  non-profit  organization  charted  by  Congress  to  iden- 
tify emerging  issues  of  governance  and  provide  practical  assistance 
to  Federal,  State,  and  local  government.  Some  400  fellows  of  the 
Academy  include  current  and  former  Members  of  Congress,  Cabi- 
net Secretaries,  senior  Federal  executives,  State  and  local  officials, 
business  executives,  academicians,  and  journalists. 

Our  Congressional  charter,  which  was  signed  by  President 
Reagan  in  1984,  was  the  first  such  charter  for  a  research  organiza- 
tion since  President  Lincoln  signed  the  charter  for  the  National 
Academy  of  Sciences  in  1863. 

We  undertake  assignments  directly  for  Executive  agencies,  and 
also  at  the  direction  of  Congress,  and  we  also  work  at  the  State 
and  local  levels  and  internationally.  NAPA's  recent  work  for  Con- 
gress has  included  reviews  of  the  Federal  Emergency  Management 
Agency,  the  Department  of  Housing  and  Urban  Development — we 
recently  testified  before  Senator  Bond's  Subcommittee  on  Appro- 
priations on  our  report  on  HUD — and  also  a  review  of  the  General 
Accounting  Office.  Our  currently  Congressionally-directed  projects 
include  an  analysis  of  the  global  positioning  system,  which  I  know 
that  Senator  Exon  has  a  particular  interest  in,  and  the  Environ- 
mental Protection  Agency. 

I  would  be  happy  to  share,  certainly,  all  of  these  reports  and  any 
others  from  NAPA  that  the  committee  would  have  an  interest  in. 
There  is  a  wealth  of  information  among  these  reports  on  specific 
agencies,  programs,  and  government-wide  management  systems; 
essentially,  the  mechanics  of  government. 
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Based  on  this  body  of  work,  let  me  highlight  seven  points  from 
my  written  testimony  which  you  all  have  already  received  that  at- 
tempts to  identify  some  key  areas  where  we  need  to  focus. 

First,  the  key  to  successful  restructuring  and  program  termi- 
nation is  to  focus  early  and  relentlessly  on  performance.  Until  the 
Federal  Government  is  clear  on  what  it  should  be  doing  and  does 
it  more  effectively  and  efficiently,  continuous  rounds  of  budget-cut- 
ting are  unlikely  to  be  much  more  productive  in  the  future  than 
they  have  been  in  the  past  in  closing  the  budget  deficit. 

Second,  the  whole  world  is  restructuring  and  the  experience  of 
the  most  successful  organizations  underscores  the  importance  of  fo- 
cusing on  performance.  Corporate  restructuring  has  been  underway 
the  longest  and  provides  some  of  the  most  instructive  lessons. 
While  each  business'  experience  is  unique,  together  they  have  tend- 
ed to  follow  a  fairly  predictable  pattern. 

The  first  stage  is  usually  denial.  A  corporation  sees  early  signs 
of  trouble,  but  really  doesn't  believe  that  it  requires  them  to  do 
anything.  The  second  stage  is  incremental  change,  what  Peter 
Drucker  has  described  as  patching  problems.  When  this  doesn't 
work,  and  it  usually  doesn't,  the  competitive  heat  gets  turned  up 
and  the  corporations  start  to  engage  in  deep,  across-the-board  cut- 
ting, t£iking  the  meat  axe  to  operations  and  radically  cutting  staff". 
This  is  the  third  stage,  which  Drucker  and  others  have  referred  to 
as  amputation  before  diagnosis. 

The  results  of  these  downsizings  have  been  mixed.  Some  firms 
have  found  that  major  layoffs  of  tens  of  thousands  of  employees 
were  insufficient  and  they  had  to  go  back  and  cut  more,  and  in  the 
process  many  firms  discovered  that  they  had  discarded  critical  ca- 
pacity, including  some  of  their  best  performers.  The  consequence 
more  often  than  not  is  that  a  firm  ends  up  being  a  smaller  version 
of  what  didn't  work  before.  There  is  also  a  tendency  for  firms  in 
such  circumstances  to  start  to  desperately  look  for  the  silver  bullet, 
usually  the  latest  management  craze. 

Finally,  in  the  fourth  stage  they  return  to  the  fundamentals  of 
performance — mission,  capacity,  results.  They  start  to  ask  the  fa- 
miliar questions,  what  are  our  business  purposes,  what  is  our  mis- 
sion, who  are  our  customers,  are  these  the  right  missions  and  the 
right  customers,  do  we  have  the  capacities  that  we  need  to  achieve 
those  missions  and  satisfy  those  customers. 

Let  me  hasten  to  add  that  the  emphasis  on  performance  in  no 
way  ends  the  concern  with  cost  or  puts  an  end  to  downsizing.  By 
focusing  on  what  they  should  do,  identifying  basic  business  pur- 
poses and  missions  and  strengthening  their  core  competencies,  cor- 
porations have  found  that  they  can  cut  costs,  sometimes  substan- 
tially, by  doing  those  things  better  and  cheaper  and  cutting  out  al- 
together the  things  that  they  shouldn't  be  doing  at  all. 

Many  State  and  local  governments  and  many  foreign  countries 
increasingly  are  also  deep  into  the  restructuring  process,  and  while 
each  of  these  has  its  own  unique  character,  it  is  striking  how  simi- 
lar the  pattern  of  transition  in  government  has  been  to  that  of 
business.  In  short,  successful  businesses  and  governments  around 
the  world  are  not  merely  restructuring,  reinventing,  redesigning, 
reengineering,  or  otherwise  reforming  themselves.  They  are  fun- 
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damentally  rethinking  their  basic  purposes  and  means  of  achieving 
them. 

My  third  point  is  that  the  Federal  Government  is  behind  in  this 
transition,  but  it  could  make  up  for  lost  ground  by  leap-frogging 
the  conventional  sequence  to  get  to  where  it  is  likely  to  end  up  any- 
way but  quicker  and  at  less  costs.  Since  many  other  organizations 
are  far  down  the  road  of  restructuring,  it  would  obviously  make 
sense  for  the  Federal  Government  to  try  to  learn  from  that  experi- 
ence in  order  to  avoid  their  mistakes  and  capitalize  on  their  suc- 
cesses. 

Rather  than  simply  slog  through  the  conventional  transition,  the 
Federal  Government  has  an  opportunity  now  to  leap-frog  directly 
and  quickly  and  effectively  to  rethinking  and  acting  on  the  fun- 
damentals— the  purpose,  the  missions,  the  capacities,  the  results; 
in  short,  performeince. 

My  fourth  point  is  that  to  successfully  restructure,  and  especially 
if  it  is  to  leap-frog  the  conventional  sequence,  the  Federal  Govern- 
ment needs  a  framework  for  rethinking  these  fundamentals.  In  my 
written  testimony,  I  suggest  such  a  framework  which  asks  key 
questions  about  what  are  public  purposes,  what  are  the  appro- 
priate Federal  missions,  what  kind  of  organizational  design  best 
fits  those  missions,  and  what  are  the  performance  capacities  that 
the  Federal  Government  needs.  NAPA  has  examined  these  per- 
formance capacities  throughout  a  wide  range  of  Federal  organiza- 
tions and  I  can  tell  you  that  there  is  a  serious  problem  today  in 
our  Federal  Government. 

My  fifth  point  is  that  every  program  and  activity  in  the  Federal 
Government  should  be  systematically  subject  to  the  questions  in 
that  framework  and  assigned  to  one  of  our  categories  first;  keep 
and  strength  the  program  or  the  activity,  it  it  fits  two  Federal  mis- 
sion; second,  terminate  it  if  it  doesn't  fit  a  Federal  mission,  third, 
privatize  it  or  devolve  those  programs  to  the  private  sector  or  to 
State  and  local  government  which  can  better  do  them,  and  fourth 
give  further  consideration  to  those  programs  that  don't  fall  clearly 
into  one  of  these  three  categories. 

Political  scientist  James  Q.  Wilson  recently  suggested  in  a  Wall 
Street  Journal  article,  for  example,  that  nobody  really  knows  what 
kind  of  welfare  program  seems  to  be  able  to  work,  and  he  sug- 
gested that  the  States  should  be  permitted  to  experiment  widely, 
with  minimal  Federal  involvement,  to  see  what  arrangements  real- 
ly do  work. 

It  is  here  that  the  central  question  the  Budget  Committee  put  to 
the  authorizing  committees  fits:  If  this  program  or  activity  were 
not  in  place  today,  would  there  be  justification  for  starting  it? 

Let  me  use  the  Department  of  Housing  and  Urban  Development 
as  an  example  of  how  such  a  framework  for  screening  current  pro- 
grams and  activities  might  be  applied. 

As  I  mentioned,  the  Academy  recently  completed  a  study  of 
HUD,  and  we  reported  on  this  to  Senator  Bond's  subcommittee  in 
much  greater  detail,  but  essentially  we  covered  all  of  the  key  issues 
in  the  framework  I  laid  out  in  my  written  testimony. 

The  NAPA  panel  found  that  the  basic  management  problem  of 
HUD  begins  with  confusion  over  the  department's  mission  and 
goals.  Over  the  years,  the  Congress  has  enacted  some  200  separate 
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programs  for  HOD.  The  department  recently  came  up  with  a  count, 
I  think,  of  230  programs  that  cover  a  multitude  of  public  purposes, 
and  we  suggested  that  if  the  department  were  really  to  focus  on 
key  public  purposes,  it  should  reduce  those  some  200  programs  to 
about  10. 

It  is  unclear  how  HUD's  role  relates  to  numerous  non-govern- 
mental organizations,  including  community-based  development  cor- 
porations in  the  civic  sector  and  private  developers  and  builders  in 
the  market  sector.  In  addition,  HUD's  Federal  presence  frequently 
overlaps  and  conflicts  with  the  housing  and  community  develop- 
ment agencies  of  State  and  local  government. 

Organizationally,  the  NAPA  panel  recommended  a  radical  pro- 
gram consolidation,  a  restructuring  of  HUD,  and  an  integrated 
field  structure,  and  it  also  recommended  that  the  Federal  Housing 
Administration  be  reconstituted  as  a  government  corporation  which 
would  better  suit  its  particular  activities  of  commercial-style  insur- 
ance. 

To  improve  HUD's  performance  capacities,  the  panel  rec- 
ommended strengthening  management  systems  across  the  board, 
including  human  resources,  information,  finance,  and  performance 
measurement.  It  also  suggested  screening  virtually  all  of  the  HUD 
programs  in  order  to  determine  which  should  be  kept  and  strength- 
ened, which  should  be  terminated,  which  privatized,  and  which  fur- 
ther considered. 

The  NAPA  panel  also  said  that  if  satisfactory  standards  could 
not  be  met  in  carrying  out  these  tasks  within  5  years,  the  Depart- 
ment of  Housing  and  Urban  Development  itself  ought  to  be  abol- 
ished and  its  programs  and  continuing  liabilities  assigned  to  other 
agencies. 

The  sixth  point  I  would  like  to  make  is  that  successful  restruc- 
turing of  the  Federal  Government  will  require  a  change  strategy, 
both  short  term  and  long  term.  The  private  sector  has  discovered 
that  changing  large  organizations  is  a  mammoth  task  that  usually 
can't  be  done  in  less  than  6  years,  and  the  Federal  Government  ob- 
viously is  far  larger  and  far  more  complex  than  any  corporation. 

A  variety  of  tools  and  practical  vehicles  are  currently  available 
to  begin  developing  such  a  strategy  and  carrying  it  out.  For  exam- 
ple, the  Government  Performance  and  Results  Act  will  require 
nearly  all  Federal  agencies  to  define  specific  goals  and  results  that 
it  is  responsible  for  meeting  and  to  report  its  accomplishments  on 
a  regular  basis  to  the  President  and  the  Congress.  The  National 
Performance  Review  is  moving  into  its  second  phase,  going  beyond 
the  question  of  how  government  should  work  to  the  question  of 
what  government  should  do  in  the  first  place. 

My  seventh  and  final  point  is  that  the  Budget  Committee  itself 
has  a  unique  opportunity  to  use  the  resource-driven  leverage  of  the 
budget  process  to  begin  to  refocus  the  Federal  Government  on  per- 
formance. The  key  to  the  strategy  of  Federal  restructuring  is  a  per- 
formance-driven budget  process  that  can  reorient  government 
thinking,  decisionmaking,  management — the  entire  culture  of  gov- 
ernment— toward  performance. 

The  Budget  Committee  is  obviously  central  to  developing  a  per- 
formance-driven budget  process.  In  my  written  testimony,  I  have 
suggested  a  number  of  both  short-run  and  long-run  actions  that  the 
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Budget  Committee  might  take  to  begin  reengineering  the  budget 
process. 

Mr.  Chairman,  I  am  under  no  illusion  about  the  difficulty  of 
achieving  the  kind  of  reorientation  that  I  am  suggesting,  nor  do  I 
discount  the  fact  that  the  key  decisions  that  you  and  the  Congress 
have  to  make  have  to  do  with  just  very  plain,  difficult,  and  painful 
political  choices  regarding  the  budget.  But  the  necessary  structured 
thinking  and  performance  information  that  is  needed  can't  be  pro- 
vided in  a  few  weeks  or  in  one  budget  session.  It  will  take  several 
years  worth  of  effort  and  perseverance.  But  perhaps  this  year  real- 
ly is  the  year  to  start. 

I  would  be  happy  to  answer  any  questions. 

Senator  Frist.  Thank  you,  Mr.  Fosler. 

[The  prepared  statement  of  Mr.  Fosler  follows:] 


88 

^NAPA 


National  Academy  of  Public  Administration  Chartered  b>  Congress 


STATEMENT  OF 


R.  SCOTT  FX)SLER 

PRESIDENT 

NATIONAL  ACADEMY  OF  PUBLIC  ADMINISTRATION 


BEFORE  THE 

SENATE  COMMITTEE  ON  THE  BUDGET 

HEARINGS  ON 


GOVERNING  IN  THE  21ST  CENTURY 


JANUARY  27,  1995 


1120  G  Sireei.  N  W .  Suite  850.  Washington.  DC    2000.1  ?801  (202)  .^7-3190.  FAX  (202)  393-0993 


89 

Mr.  Chairman  and  Members  of  the  Committee: 


I  am  Scott  Fosler,  president  of  the  National  Academy  of  Public  Administration  (NAPA). 
It  is  a  privilege  for  me  to  be  here  to  participate  in  your  deliberations  on  the  role  and  functions 
of  government. 

It  is  both  appropriate  and  timely  that  you  are  asking  the  most  fundamental  question 
confronting  our  system  of  governance:  Given  resource  constraints,  what  is  government's  role 
and  how  can  it  best  be  performed? 


NATIONAL  ACADEMY  OF  PUBLIC  ADMINISTRATION  (NAPA) 

The  Academy  is  a  nonpartisan,  nonprofit  organization  chartered  by  Congress  to  identify 
emerging  issues  of  governance  and  provide  practical  assistance  to  federal,  state,  and  local 
governments  on  how  to  improve  their  performance. 

To  carry  out  this  mission,  we  draw  on  the  expertise  of  more  than  400  fellows,  who 
include  current  and  former  members  of  Congress,  cabinet  secretaries,  senior  federal  executives, 
state  and  local  officials,  business  executives  with  government  experience,  academicians,  and 
journalists.  Our  congressional  charter,  signed  by  President  Reagan  in  1984,  was  the  first  such 
charter  given  to  a  research  organization  since  President  Lincoln  signed  the  charter  for  the 
National  Academy  of  Sciences  in  1863. 

NAPA  undertakes  assignments  both  directly  for  executive  agencies,  and  at  the  direction 
of  Congress.  NAPA's  recent  work  for  Congress  has  included  reviews  of  the  Federal 
Emergency  Management  Agency  (FEMA),  the  Department  of  Housing  and  Urban 
Development  (HUD),  and  the  General  Accounting  Office  (GAO).  The  Academy's  current 
congressionally-directed  projects  include  an  analysis  of  the  Global  Positioning  System  (GPS) 
in  the  Department  of  Defense  and  a  review  of  the  Environmental  Protection  Agency  (EPA). 

We  would  be  happy  to  share  these  reports  with  the  Committee,  along  with  other  NAPA 
reports  that  might  be  of  interest  to  you.  My  statement  today  draws  on  this  body  of  work  to 
address  the  topic  of  this  hearing. 


WHAT  IS  THE  ISSUE? 

The  driving  force  behind  this  re-examination  of  government's  role  is  the  determination 
to  close  the  budget  deficit.  But  as  the  Committee  knows,  the  federal  government's  fiscal 
problems  are  merely  one  dimension  of  the  public's  dissatisfaction  with  government.  People  are 
disturbed  about  government's  inability  to  meet  their  expectations  in  carrying  out  important  public 
responsibilities,  and  are  concerned  about  government  intruding  into  their  lives. 
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The  principal  point  I  would  like  to  make,  Mr.  Chairman,  underscores  the  critical  link  you 
have  established  between  constrained  resources  and  the  role  of  government.  The  Budget 
Committee  has  a  unique  opportunity  to  use  the  resource-driven  leverage  of  the  budget 
process  to  refocus  the  federal  government  on  performance:  defining  appropriate  missions 
and  achieving  results  at  the  least  cost.  This  should  be  the  framework  for  governing  in  the  21st 
century. 

The  federal  government  is  not  alone  in  facing  this  type  of  challenge.  Similar  economic 
and  technological  forces  have  been  compelling  social  institutions  everywhere  —  in  the  United 
States  and  abroad  ~  to  fundamentally  rethink  their  purposes,  organizational  structures,  and 
modes  of  operations.  In  fact,  the  civilian  branch  of  the  federal  government  is  lagging  behind 
many  businesses,  state  and  local  governments,  and  even  foreign  governments  in  re-examining 
these  areas. 

In  a  global  economy,  where  the  effectiveness  of  government  can  have  a  powerful  impact 
on  the  competitiveness  of  industry,  the  federal  government  needs  to  learn  from  the  experience 
of  organizations  in  other  sectors  in  order  to  avoid  their  mistakes  and  capitalize  on  their 
successes. 


EXPERIENCE  WITH  RESTRUCTURING  IN  BUSINESS 

In  the  private  sector,  corporations  have  been  forced  to  fundamentally  restructure  and 
reengineer  their  operations  in  order  to  survive  in  a  highly  competitive  world.  Because  they  can 
improve  quality  and  lower  costs  to  satisfy  customers,  they  must  do  so.  If  they  don't,  their 
competition  will.  The  process  of  serious  change  is  hastened  along  by  a  corporate  governance 
structure  that  threatens  the  survival  of  CEOs  themselves. 

While  corporations  have  unique  stories  to  tell,  their  responses  to  the  powerful  forces  that 
have  buffeted  them  for  the  past  two  decades  have  tended  to  follow  a  fairly  pruiictable  sequence. 

The  first  stage  is  denial.  Organizations  hear  the  words,  read  the  newspapers,  and  see 
early  signals  of  trouble  ahead,  but  at  first  they  really  do  not  believe  that  anything  new  or 
different  is  happening.  The  American  automotive  industry,  for  example,  igi.ored  the  challenge 
of  Japanese  imports  in  the  1970s,  in  part  because  ~  contrary  to  popular  myth  —  the  quality  of 
American  cars  was  actually  improving.  What  American  manufacturers  failed  to  recognize  was 
that  the  quality  of  Japanese  cars  was  improving  at  a  faster  pace,  and  in  most  respects  surpassed 
that  of  American  cars  in  the  mid-1970s. 

The  second  stage  is  incremental  change.  Incremental  change  frequently  takes  the  form 
of  "patching"  problems,  as  Peter  Drucker  has  put  it.  Ford  Motor  Company,  for  example,  in  its 
first  excursion  into  "restructuring."  adopted  such  popular  management  mantras  as  quality 
management  and  empowering  teams  of  employees.  But  field  visits  to  factories  by  Ford  officials 
and  others  revealed  that  the  results  of  these  efforts  were  spotty  at  best. 
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The  third  stage  is  deep,  cost-driven  cuts  into  the  existing  structure  and  resources  of  the 
organization.  After  the  comjjetitive  pressures  build  to  the  point  of  threatening  a  firm's  survival, 
it  typically  takes  the  meat-ax  to  its  ojjerations  and  radically  cuts  staff  and  operations  across  the 
board. 

Such  radical  downsizings  have  yielded  mixed  results  at  best.  Some  firms  have  found  that 
major  layoffs  of  tens  of  thousands  of  employees  were  insufficient  to  meet  competitive  cost 
pressures.  Frequently,  they  were  forced  to  go  back  to  cut  even  more.  In  the  process,  many  firms 
discovered  they  had  discarded  employees  needed  to  run  their  business  and  generate  revenue, 
including  high  performers  who  were  the  heart  of  their  operation.  In  short,  they  had  engaged  in 
"amputation  before  diagnosis. " 

The  consequence  typically  is  that  firms  end  up  with  a  smaller  version  of  what  didn't  work 
before.  In  the  meantime,  they  have  even  less  capacity  and  more  of  a  tendency  to  search  for  the 
silver  bullet  that  will  solve  their  problem. 

The  fourth  stage  is  a  return  to  the  fundamentals  of  performance:  mission,  capacity, 
and  results.  Corporations  in  this  stage  ask  fundamental  questions  about  business  purpose:  What 
is  our  mission?  Who  are  our  customers?  Do  we  have  the  right  mission  and  the  right  customers? 
What  resources,  processes,  and  other  capacities  are  required  to  produce  results  with  quality, 
speed,  and  at  least  cost?  How  should  we  define  our  mission  given  the  resources  and 
competencies  available  to  us? 

The  emphasis  on  performance  has  in  no  way  ended  the  concern  with  cost,  or  put  an  end 
to  downsizing.  But  by  focusing  on  what  they  should  do  ~  identifying  basic  business  purposes 
missions,  and  strengthening  their  core  competencies  ~  corporations  have  been  able  to  cut  costs 
by: 

•  abandoning  entire  missions  and  lines  of  business; 

•  sluffing  off  marginal  or  unproductive  resources  that  were  not  contributing  to  their 
basic  business  purposes;  and 

•  reengineering  work  processes,  often  by  employing  information  technology,  and  thereby 
sharply  reducing  the  resources  required  to  do  the  things  that  are  really  important  to 
them. 

In  short,  in  the  fourth  stage,  corporations  are  not  merely  restructuring,  reinventing, 
redesigning,  reengineering,  and  otherwise  reforming  themselves.  They  are  also  fundamentally 
rethinking  their  basic  purposes,  and  means  for  achieving  them.  The  most  successful  ones  — 
recognizing  that  the  process  of  restructuring  is  a  long,  solitary  struggle  —  have  committed  to  do 
so  continuously. 
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EXPERIENCE  WITH  RESTRUCTURING  IN  GOVERNMENT 

Governments  are  not  businesses,  and  care  should  be  taken  in  applying  lessons  from  one 
to  the  other.  But  the  pattern  of  reaction  by  governments  has  been  strikingly  similar  to  the  pattern 
exhibited  by  businesses. 

First  they  often  deny  that  there  is  any  need  to  make  significant  changes.  Then  they  make 
incremental  changes  at  the  margin.  Too  often  they  proceed  to  cut  budgets  and  outlays  across-the- 
board  without  fundamentally  restructuring  programs.  And  finally,  when  political  pressure 
becomes  intense,  they  begin  to  focus  on  consolidating  and  eliminating  programs,  restructuring 
organization,  and  reengineering  processes.  This  forces  them  to  begin  rethinking  the  fundamentals 
of  performance. 

Unsurprisingly,  organizations  in  both  the  private  and  public  sectors  that  have  started  the 
soonest  and  have  gone  the  furthest  along  this  path  of  transition  are  those  that  have  been  most 
vulnerable  to  the  economic  and  technological  pressures.  Governments,  by  and  large,  have 
tended  to  respond  later  than  the  private  sector  because  it  generally  takes  longer  for  the  economic, 
technological,  and  social  pressures  to  translate  into  the  political  pressures  that  drive  government. 

Many  state  and  local  governments  are  deeper  into  the  restructuring  process  than  most  of 
the  federal  government.  Perhaps  that  is  because  states  and  localities  provide  many  services 
directly  to  citizen  "customers,"  or  because  they  are  prohibited  by  law  from  borrowing  or 
printing  money  to  cover  their  operating  expenses. 

Foreign  governments  also  have  been  travelling  the  path  of  restructuring.  These  include 
small  countries  like  New  Zealand,  Australia,  Sweden,  and  Norway,  and  larger  countries  that 
have  faced  mammoth  fiscal  problems  like  the  United  Kingdom. 

Even  the  Japanese  government  is  beginning  to  stir  in  this  direction.  A  NAPA  joint 
conference  with  the  National  -Institute  of  Research  Advancement  (NIRA)  of  Japan  last  August 
confirmed  that  the  Japanese  are  focusing  on  ways  of  decentralizing  functions  to  regional  and 
local  governments.  Significantly,  the  German  federal  government  —  which,  like  the  U.S.  federal 
government,  heads  the  federal  governance  system  of  a  large  and  economically  powerful  country  - 
-  has  yet  to  show  serious  interest  in  governmental  restructuring,  although  the  German  Lander 
(or  "states")  have  been  actively  innovating,  as  have  American  state  and  local  governments. 


LEAP-FROGGING  THE  CONVENTIONAL  SEQUENCE 

Where  is  the  U.S.  federal  government  in  this  sequence  of  transition?  Some  argue  that 
it  is  still  in  denial.  Peter  Drucker  believes  it  is  in  the  "patching"  stage  of  incremental  change. 
To  be  sure,  there  have  been  various  efforts  at  incremental  change,  as  well  as  frequent  calls  for 
deep,  across-the-board  cuts,  and  occasional  admonitions  to  do  some  serious  rethinking  of 
fundamentals.  But  in  the  end,  the  ability  to  borrow  money  to  finance  the  federal  budget  deficit. 
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pressure  from  powerful  interest  groups,  and,  at  least  until  recently,  the  enduring  patience  of  the 
most  voters,  have  combined  to  dull  the  motivation  for  genuine  change. 

Regardless  of  the  past,  the  important  question  now  is:  Can  the  federal  government  leap- 
frog the  conventional  sequence  and  move  directly,  quickly,  and  effectively  to  rethinking  and 
acting  on  the  fundamentals:  purpose,  mission,  capacities,  results  —  in  short,  performance? 


RETHINKING  THE  FUNDAMENTALS  OF  GOVERNMENT 

Rethinking  the  federal  government's  performance  fundamentals  requires  asking  basic 
questions  about  purpose,  mission,  and  results;  organizational  structure;  performance  capacities; 
and  individual  programs  and  activities.  Put  another  way,  what  are  the  mechanics  of  what  needs 
to  be  done?  The  following  is  an  illustrative  set  of  questions. 

Purpose  and  Mission 

What  is  the  public  purpose?  The  Constitution  defines  the  basic  public  purposes  of  the 
United  States,  and  of  the  federal  government.  Foremost  among  these  is  to  "preserve,  protect, 
and  defend  the  Constitution"  itself.  But  the  Constitution  leaves  wide  latitude  in  its  definition  of 
other  public  purposes,  such  as  economic  growth,  public  safety,  safe  and  affordable  housing, 
good  transportation,  and  a  clean  environment.  To  be  sure,  these  purposes  are  not  the  exclusive 
preserve  of  any  government,  let  alone  the  federal  government. 

The  federal  government  should  first  attend  to  its  unambiguous  constitutional 
responsibilities  for  national  defense  and  protecting  the  constitutional  rights  of  American  citizens. 
It  has  important  roles  for  matters  which  cross  state  lines,  such  as  air  pollution  and  air  traffic 
control,  and  instances  in  which  nationwide  consistency  and  equity  are  necessary,  such  as  Social 
Security.  And  it  must  be  concerned  about  the  country's  overa'l  economic  strength  and  the 
government's  fiscal  soundness,  which  are  principal  concerns  of  this  Committee. 

If  any  federal  program  or  activity  is  not  addressing  a  public  purpose,  it  should  be 
terminated.  But  simply  addressing  a  public  purpose  does  not  necessarily  justify  its  continuation. 

Defining  public  purposes  is  appropriately  and  necessarily  a  political  function. 
Unfortunately,  our  mechanisms  for  building  and  communicating  political  consensus  on  public 
purposes,  and  distinguishing  them  from  government  missions,  are  not  working. 

Which  sector  of  society  should  be  principally  responsible  for  given  public  purposes? 

Our  Constitution  and  traditional  culture  presume  that  individuals  should  be  left  to  pursue  their 
own  interests,  both  private  and  public,  unless  a  compelling  case  can  be  made  for  government 
action.  There  are  many  institutions  that  help  meet  public  needs,  including: 
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•  Civil  society,  or  the  civic  sector,  in  which  individuals  act  collectively  through  their 
families,  communities,  religious  institutions,  voluntary  groups,  civic  organizations,  and 
a  multitude  of  other  associations; 

•  Market  economy,  or  the  private  sector  of  businesses  and  other  economic  organizations 
that  produce  goods  and  services  and  provide  employment  and  income  to  individuals; 
and 

•  Government,  whose  roles  include  making  authoritative  political  decisions  and 
enforcing  them,  providing  the  framework  for  civil  society  and  a  market  economy,  and 
providing  some  services  directly. 

Of  the  governmental  responsibilities,  which  level  of  government  —  federal,  state, 
local,  or  regional  —  should  assume  them?  The  10th  Amendment  to  the  Constitution  presumes 
that  whatever  powers  are  not  specifically  given  to  the  federal  government  reside  with  the  states 
and  the  people.  But,  to  date,  the  courts  have  ruled  that  there  is  very  little  the  federal 
government  cannot  become  involved  in.  Therefore,  the  federal  government  must  set  its  own 
limits. 

Practical  questions  of  economics,  finance,  and  operational  effectiveness  —  if  not  the 
changing  political  climate  —  are  forcing  us  to  rethink  the  appropriate  roles  of  the  various  levels 
of  government,  including  the  "devolution,"  "sorting  out,"  or  "swapping"  of  primary 
governmental  responsibilities  for  such  areas  as  welfare,  health,  transportation,  housing,  and  the 
environment. 

Given  the  federal  role  defined  in  this  context,  what  are  the  specific  missions,  goals 
and  expected  results  for  federal  programs  and  activities?  The  federal  role  can  take  several 
forms,  including: 

•  Creating  the  framework  for  a  healthy  civil  society  and  a  competitive  and 
productive  market  economy.  Are  there  more  cost-effective  approaches  to  regulation, 
such  as  the  market  mechanisms  discussed  in  the  NAPA  study,  JTie  Environment  Goes 
to  Market! 

•  Creating  a  more  productive  federalism  in  policy  areas  that  require  intergovernmental 
participation  by  limiting  unfunded  mandates;  making  more  effective  use  of  block 
grants;  and  clearly  identifying  and  carrying  out  such  specific  responsibilities  as 
planning,  goal-setting,  financing,  information  gathering,  benchmarking,  or  assessing 
activities  that  are  principally  state  and  local  operating  responsibilities. 

•  Promoting  cooperative  interaction  among  the  sectors  and  levels  of  government 
through  the  use  of  public-private  partnerships  and  collaborative  problem-solving. 
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•  Providing  those  direct  services  that  the  federal  government  can  do  most  effectively 
and  efficiently,  such  as  Social  Security  and  the  operation  of  national  parks. 

All  of  the  above  types  of  federal  activities  should  specify  the  results  they  intend  to 
achieve,  including  the  outputs  of  government  organizations,  the  social  or  economic  outcomes 
to  which  they  contribute,  and  their  impact  (i.e.,  the  difference  between  what  happened  and  what 
would  have  happened  without  government  action). 


Organizational  Design 

The  achievement  of  results  depends  on  the  type  of  organization  to  which  they  are 
entrusted.  Even  within  the  federal  sector,  there  is  a  wide  range  of  organizational  options, 
including: 

•  Elxecutive  departments,  which  typically  are  an  agglomeration  of  operating  units  that 
serve  a  broad  federal  mission.  In  recommending  against  the  elevation  of  the  Veterans 
Administration  to  a  cabinet  department,  an  Academy  panel  offered  a  set  of  generic 
criteria  for  helping  to  determine  whether  any  agency  should  be  made  into,  or  remain, 
a  cabinet  department. 

•  Agencies,  which  are  supported  by  appropriations,  can  be  designed  in  a  wide  variety 
of  ways  tailored  to  specific  missions,  and  can  employ  an  array  of  tools,  such  as 
franchises,  vouchers,  contracting  out,  regulation,  and  internal  competition. 

•  Government  corporations,  such  as  Amtrak  and  the  Tennessee  Valley  Authority, 
which  generate  revenue,  can  benefit  from  the  discipline  of  a  well-designed 
corporate  structure  even  if  they  receive  a  subsidy.  Academy  panels  have 
recommended  the  corporatization  of  several  federal  agencies,  or  parts  of  agencies,  such 
as  the  Bonneville  Power  Administration,  the  Naval  Petroleum  Reserves,  parts  of  the 
Federal  Aviation  Administration  (FAA),  and,  most  recently,  the  Federal  Housing 
Administration  (FHA). 

•  Government-sponsored  enterprises,  such  as  Fannie  Mae,  which  are  privately  owned 
and  for-profit,  enjoy  benefits  not  accorded  to  other  businesses  in  exchange  for  the 
pursuit  of  a  specific  public  purpose. 


Performance  Capacities 

The  ability  of  federal  organizations  to  carry  out  their  missions  effectively  and  efficiently 
depends  on  their  performance  capacities.  This  is  a  critical  part  of  the  decision-making  process 
that  is  too  often  ignored.    Keeping  the  mission  while  cutting  the  capacity  to  perform  is  self- 
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defeating.  Actually,  after  large  cuts  are  made,  the  capacities  required  to  cany  out  the  remaining 
missions  may  need  to  be  reenforced. 

In  a  large  body  of  its  work,  NAPA  has  examined  the  performance  capacities  of  numerous 
federal  organizations,  and  recommended  ways  to  strengthen  them.  The  basic  management 
framework  and  philosophy  the  Academy  has  espoused  in  that  work  includes  the  following  key 
elements  of  performance  capacity: 

•  Clearly  defme  missions  and  goals,  derived  from  public  law,  placed  in  the  context  of 
long-term  strategic  thinking,  and  refmed  according  to  such  considerations  as  customer 
service; 

•  Specify  the  intended  results  and  measures  by  which  performance  will  be  assessed; 

•  Recruit  and  develop  capable  people,  with  the  appropriate  leadership,  managerial, 
technical,  and  operational  skills; 

•  Develop  effective  and  integrated  management  systems,  including  budgeting,  financial 
management,  information  management  and  technology,  human  resources  management, 
procurement,  program  management,  and  auditing; 

•  Give  managers  the  resources,  latitude,  and  incentives  to  manage; 

•  Benchmark  performance  with  similar  operations,  including  those  of  the  best 
performers; 

•  Build  incentives  and  culture  for  continuous  improvement; 

•  Regularly  report  results  to  responsible  officials;  and 

•  Hold  people  accountable  for  results;  and  reward  them  according  to  their  performance 
with  comp>ensation,  recognition,  promotions,  redeployment,  demotions  and 
terminations,  as  appropriate. 

Based  on  these  criteria,  many  federal  organizations  are  seriously  deficient  in  performance 
capacity.  In  most  cases,  the  problem  is  not  that  they  are  unable  to  develop  such  capacities,  but 
that  they  have  not  been  given  the  direction,  incentive,  resources,  or  latitude  to  do  so. 

Every  federal  organization  should  be  regularly  tested  against  such  criteria.  And  before 
any  new  federal  policy  is  adopted,  it  should  be  subjected  to  the  test  of  whether  the  federal 
government  can  and  will  create  the  performance  capacities  required  to  make  it  work  effectively 
and  efficiently. 
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SCREENING  CURRENT  PROGRAMS  AND  ACTIVmES 

The  foregoing  questions  provide  a  framework  for  subjecting  virtually  every  current 
federal  program  and  activity  to  the  central  question  which  the  Budget  Committee  posed  to  the 
Senate's  authorizing  committees:  If  this  program  or  activity  were  not  in  place  today,  would 
there  be  justification  for  starting  it?  Programs  can  then  be  categorized  according  to  a  related 
set  of  criteria. 

1)  Keep  and  strengthen  those  programs  which  fit  a  federal  mission  and  work,  or  can 
be  made  to  work,  consolidating  programs  and  eliminating  duplication  where 
appropriate,  and  reengineering  core  processes. 

2)  Terminate  those  programs  which  don't  fit  a  federal  mission  and  don't  work,  or  can't 
be  made  to  work,  or  don't  work  at  reasonable  cost. 

3)  Privatize  or  devolve  those  programs  which  work  and  have  value  but  don't  fit  a 
federal  mission. 

4)  Give  further  consideration  to  those  programs  which  don't  fall  clearly  into  one  of  the 
first  three  categories. 

Cases  requiring  further  consideration  include  programs  or  activities  that  are  not  working 
well  but  might  serve  a  federal  mission  if  they  could  be  made  to  work.  They  require  special 
examination,  and  should  be  given  a  regimen  and  time-schedule  for  improving  their  performance, 
as  a  NAPA  panel  recommended  for  HUD. 

Other  cases  requiring  further  consideration  include  those  problems  that  require  some  kind 
of  federal  rtsponse,  but  about  which  too  little  is  known  to  determine  exactly  what  to  do.  For 
these,  it  may  make  sense  to  experiment  to  find  out  what  works  and  what  doesn't.  For  example, 
political  scientist  James  Q.  Wilson  recently  suggested  in  a  Wall  Street  Journal  article  that  nobody 
really  knows  what  kind  of  welfare  program  will  work,  and  recommended  that  the  states  should 
be  permitteu  to  exjjeriment  widely,  with  minimal  federal  involvement,  to  see  if  there  are 
arrangements  that  work. 


THE  EXAMPLE  OF  HUD 

Let  me  use  the  Department  of  Housing  and  Urban  Development  (HUD)  as  an  example 
of  how  such  a  framework  for  screening  current  programs  and  activities  might  be  applied. 

Renewing  HUD:  A  Long-Term  Agenda  for  Improved  Performance,  an  Academy  panel 
report  released  last  August,  concludes  that  HUD's  "management"  problem  begins  with  confusion 


98 

over  the  department's  mission  and  goals.    Over  the  years,  Congress  has  enacted  over  200 
separate  programs  for  HUD,  covering  a  multitude  of  perceived  public  purposes. 

It  is  unclear  how  HUD's  role  relates  to  numerous  organizations  in  the  civic  and  market 
sectors,  including  community-based  development  corporations  in  the  civic  sector,  and  private 
developers  and  builders  in  the  market  sector. 

Moreover,  HUD's  federal  presence  frequently  overlaps  or  conflicts  with  the  activities  of 
state  and  local  government  housing  and  community  development  agencies. 

Organizationally,  the  NAPA  panel  recommended  a  radical  program  consolidation  and 
restructuring  of  HUD,  and  an  integrated  field  structure.  It  also  recommended  that  the  Federal 
Housing  Administration  be  reconstituted  as  a  government  corporation,  an  organizational  structure 
better  suited  to  its  commercial-style  insurance  activities. 

To  improve  HUD's  performance  capacities,  the  panel  recommended  strengthening 
management  systems  for  human  resources,  information,  finance,  and  performance  measurement 
and  assessment. 

The  NAPA  recommendations  would  require  a  systematic  screening  of  virtually  all  HUD 
programs,  to  determine  which  should  be  kept  and  strengthened,  which  should  be  terminated, 
which  should  be  privatized,  and  which  should  be  considered  further.  Indeed,  the  NAPA  panel 
recommended  that  if  HUD's  performance  did  not  meet  satisfactory  standards  within  five  years, 
the  department  should  be  abolished  and  its  remaining  programs  and  responsibilities  assigned  to 
other  agencies. 

The  program  restructuring  proposal  recently  announced  by  HUD  Secretary  Cisneros 
incorporates  many  of  the  NAPA  recommendations,  although  details  have  not  yet  been  provided. 


STRATEGY  FOR  CHANGE 

If  the  federal  government  is  to  move  toward  this  type  of  performance  orientation  ~  and 
successfully  leap-frog  the  conventional  sequence  -  it  will  need  a  change  strategy. 

Such  a  strategy  needs  to  be  both  top-down  in  laying  out  a  vision  and  clear  direction,  and 
bottom-up  in  energizing  creative  activity  at  all  levels. 

It  needs  to  link  short-terra  actions  with  long-term  strategy.  The  specific  steps  that  will 
be  required  to  comply  with  stringent  budget  requirements  need  to  be  tied  to  a  longer-term 
strategy  that  can  begin  to  make  serious  changes  in  the  missions,  goals,  structures,  and 
performance  capacities  of  the  federal  government. 


10 


99 

The  change  strategy  also  needs  to  be  realistic.  It  must  recognize  that  changing  large 
institutions  takes  time.  No  major  corporation  has  undergone  fundamental  change  in  less  than  six 
years,  and  most  take  longer  than  that.  The  federal  government  is  far  larger  and  more  complex 
than  any  corporation,  and  will  take  a  longer  time  to  change. 


TOOLS  AND  VEHICLES 

A  variety  of  tools  and  practical  vehicles  will  be  needed  for  these  tasks.  Some  of  these 
are  already  in  place,  but  need  to  be  more  fully  developed;  others  may  need  to  be  created. 


Govemment  Performance  and  Results  Act  (GPRA) 

The  Govemment  Performance  and  Results  Act  (GPRA)  was  a  bi-partisan  effort  enacted 
with  the  support  of  both  houses  of  Congress  and  the  Executive  Branch.  It  was  initiated  by 
Senator  Roth,  co-sponsored  by  Senator  Glenn  and  Congressmen  dinger  and  Conyers,  and 
endorsed  by  President  Clinton. 

GPRA  requires  every  federal  agency  to:  (1)  establish  a  five-year  strategic  plan;  (2) 
identify  its  goals  and  specify  the  results  it  intends  to  achieve  (including  both  outputs  and 
outcomes)  in  an  annual  performance  plan;  and  (3)  present  to  the  President  and  Congress  an 
annual  performance  report  with  quantified  measures  (or  appropriate  qualitative  measures  where 
numerical  measures  are  excepted  by  0MB)  that  will  assess  progress  toward  the  accomplishment 
of  the  intended  results. 

Some  71  GPRA  pilot  programs  are  underway,  and  are  providing  valuable  lessons  on  how 
the  act  might  be  effectively  implemented  throughout  the  federal  govemment.  NAPA  has 
documented  the  lessons  learned  from  these  pilot  programs  in  a  report  entitled  Toward  Useful 
Performance  Measurement.  We  would  be  happy  to  supply  the  Committee  with  copies  of  this 
report. 


National  Perfonnance  Review  (NPR) 

Another  tool  currently  available  is  the  National  Performance  Review  (NPR).  Phase  I  of 
the  NPR,  which  focussed  on  the  "how"  of  govemment,  has  produced  some  useful  tools,  such 
as  the  Federal  Acquisition  Reform  Act  of  1993.  The  Administration  is  preparing  a  civil  service 
reform  bill  that  should  be  presented  to  Congress  shortly. 

Phase  II  of  the  NPR  intends  to  continue  its  examination  of  "how"  govemment  works,  but 
will  expand  its  scope  to  consider  "what"  govemment  should  or  should  not  do. 
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Management  Expertise  for  the  President  and  Congress 

To  undertake  the  kind  of  assessments  and  change  suggested  will  require  management 
expertise  being  made  available  to  both  the  President  and  Congress.  The  central  management 
agencies  of  the  Executive  Branch  and  the  various  support  services  of  Congress  should  be  the 
principal  repositories  of  such  expertise,  and  may  need  to  be  substantially  strengthened.  Executive 
agencies  and  congressional  committees  also  need  their  own  capacity  in  these  areas.  NAPA  can 
provide  assistance  in  selected  instances. 

Congressional-Executive  Bridges 

Support  and  cooperation  will  be  needed  between  both  houses  of  Congress  and  the 
Executive  Branch.  The  NAPA  report,  Beyond  Distrust:  Building  Bridges  Between  the  Congress 
and  Executive,  made  several  suggestions  that  could  be  helpful  in  this  regard,  such  as  the 
creation  of  a  joint  legislative-executive  conference,  staff-to-staff  working  groups  to  facilitate 
interbranch  communication,  and  performance-based  citizen/customer-oriented  pilot  projects  with 
the  involvement  of  both  executive  agencies  and  relevant  congressional  committees. 

Links  to  the  Public 

A  successful  strategy  will  also  need  to  involve  ordinary  citizens  in  deciding  what  they 
want  from  government  and  how  they  believe  it  should  be  provided  and  paid  for.  Ultimately, 
refocusing  the  fedenil  government  on  performance  and  results  requires  a  vehicle  for  linking 
federal  programs  and  activities  with  a  broader  vision  of  the  public  purpose  and  the  numerous 
government  and  non-government  organizations  with  a  stake  in  achieving  it. 

Some  state  and  local  governments  have  experimented  with  mechanisms  to  engage  the 
public  in  defining  public  purposes.  For  example,  in  1988  Oregonians  captured  their  collective 
aspirations  for  a  better  future  in  a  highly  participatory  strategic  planning  process.  The  following 
year,  the  Oregon  legislature  enacted  legislation  creating  the  Oregon  Progress  Board  —  a  bi- 
partisan committee  chaired  by  the  governor.  The  progress  board  was  charged  with  the  'ask  of 
turning  the  plans  into  a  set  of  measurable  indicators,  "Oregon  Benchmarks,"  by  which 
Oregonians  could  assess  their  progress.  Today,  the  state  budget  is  driven  by  Oregon 
Benchmarks,  the  progress  board  is  continuously  monitoring  progress  on  the  benchmarks,  and 
the  state's  many  public,  private  and  non-profit  organizations  are  working  hard  to  achieve  results. 

A  PERFORMANCE-DRIVEN  BUDGET  PROCESS 

This  brings  us  back  to  the  question  I  posed  at  the  outset:  How  can  the  Budget 
Committee  use  the  resource-driven  leverage  of  the  budget  process  to  refocus  the  federal 
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government  on  performance:  defining  appropriate  missions  and  achieving  results  at  least 
cost? 

The  general  answer  is  to  promote  a  performance-driven  budget  process. 

The  current  federal  budget  process  focusses  on  the  allocation  of  inputs  (e.g.,  dollars, 
people,  supplies,  equipment)  rather  than  on  the  accomplishment  of  results  —  mission,  outputs, 
outcomes,  and  impacts.  Unless  specific  action  is  taken  to  shift  the  emphasis  toward 
performance,  the  resource-driven  nature  of  deficit  reduction  will  reenforce  this  orientation 
toward  inputs.  The  Budget  Committee  will  need  to  consider  how  the  short-term  actions  it  must 
take  will  fit  into  a  longer-term  strategy  for  reorienting  the  process  toward  performance. 

For  the  long  run,  the  Government  Performance  and  Results  Act  requires  0MB  to  submit 
government-wide  performance  plans  as  part  of  the  fiscal  1999  budget,  and  to  report  to  Congress 
in  2001  on  the  pilot  testing  of  performance  budgeting.  The  idea  of  a  "performance  budget"  per 
se  is  not  new.  The  Hoover  Commission  suggested  that  the  federal  government  adopt  such  a 
budget  and  several  state  and  local  governments  have  adopted  performance  budgets  in  recent 
years.  The  point,  however,  is  not  just  to  adopt  a  performance  budget,  but  to  use  the  budget 
process  to  reorient  government  thinldng,  decision-making,  management  ~  the  entire  culture  of 
government  ~  toward  performance. 

The  Budget  Committee  might  also  rethink  its  own  performance  goals  as  part  of  a 
reengineering  of  the  budget  process.  How  could  the  Committee  become  a  "high  performance 
organization"  that  rethinks  the  way  issues  are  posed,  redesigns  the  budget  functions  which  are 
the  basis  of  analysis,  and  restructures  its  relationship  with  other  committees?  In  fact,  this  would 
simply  be  a  continuation  of  the  course  on  which  you  appear  to  be  embarking  this  year,  as  is 
evidenced  by  the  fact  that  you  are  holding  this  series  of  hearings  on  the  role  and  purposes  of 
government. 

For  the  short  run,  the  Committee  might  consider  how  the  principal  approaches  for 
closing  the  deficit  might  be  leveraged  to  include  a  concern  for  defining  and  achieving 
performance  goals,  both  for  immediate  impact  and  to  begin  building  for  the  long-run.  For 
example: 

•  While  considering  which  agencies,  programs,  or  activities  pursue  inappropriate  or 
unimportant  federal  missions  and  should  therefore  be  terminated  or  cut  back,  identify 
those  that  are  pursuing  critical  federal  missions  and  determine  ways  in  which  they 
can  be  strengthened. 

•  While  determining  which  responsibilities  should  be  shifted  elsewhere  —  to  the  private 
sector,  individuals  and  volunteer  organizations,  or  other  levels  of  government  ~ 
identify  those  responsibilities  that  are  clearly  federal  functions  and  ensure  that  they  are 
not  only  maintained  but  performed  effectively. 
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\        •  While  considering  ways  to  increase  the  productivity  of  programs  and  activities  —  by 

\  doing  more  with  fewer  resources,  by  doing  the  same  with  fewer  resources,  or  by  doing 

\        less  with  even  fewer  resources  —  consider  how  to  further  improve  the  most  productive 

V       programs  and  activities  by  strengthening  their  capacities  and  helping  them  to  increase 

their  productivity  all  the  more. 

•  Although  increasing  revenues  through  a  tax  increase  may  be  off  the  table,  consider 
such  options  as  increasing  the  sale  of  government  goods  and  services,  or  imposing 
service  fees  which  better  reflect  benefits  that  derive  only  to  the  customer  or  beneficiary 
and  not  the  public  as  a  whole. 

OMB  has  begun  to  request  more  performance  data  from  agencies  as  part  of  the  annual 
budget  process.  This  information  could  be  of  immediate  use  to  the  Budget  Committee  and  other 
congressional  committees,  both  in  the  immediate  assessment  of  programs  that  will  begin  in 
earnest  this  year,  and  in  building  a  base  of  performance  information  for  the  years  ahead. 

The  Budget  Committee  can  also  encourage  authorizing  and  appropriations  committees  to: 
(1)  specify  clearer  goals  for  federal  programs;  (2)  insist  that  federal  agencies  provide  good 
performance  data  to  support  their  funding  requests;  (3)  provide  the  resources  needed  to  measure 
and  report  on  performance;  and  (4)  support  stronger  linkages  among  budgeting,  strategic 
planning,  and  performance  measurement. 

Mr.  Chairman,  I  am  under  no  illusion  about  the  difficulty  of  achieving  the  kind  of 
reorientation  that  I  am  suggesting.  Over  the  years,  the  Budget  Committee  has  made  attempts  to 
shift  the  budget  process  from  an  endless  recurrence  of  political  fights  over  resources  to  a  more 
rational  debate  over  public  purposes  and  performance.  The  "Trade  In,  Trade  Up"  approach  you 
advocated  comes  to  mind. 

But  it  is  here  that  the  process  typically  gets  stuck.  Without  structured  thinking  that  ties 
federal  programs  and  activities  to  precisely  defined  goals  and  appropriate  public  purposes,  and 
without  performance  information  for  assessing  what  these  programs  and  activities  have 
accomplished,  the  political  resolution  tips  further  away  from  reasoned  debate  toward  the  simple 
calculus  of  power. 

The  problem  is  that  the  structured  thinking  and  performance  information  cannot  be 
provided  in  a  few  weeks,  or  even  in  one  budget  season.  It  will  take  several  years  worth  of 
effort,  resources,  and  perseverance.   But  perhaps,  this  year  is  the  year  to  start. 


CONCLUSION:  RESULTS  FOR  THE  AMERICAN  PEOPLE 

The  ultimate  test  of  any  of  these  changes  is  whether  they  produce  results  for  the 
American  people.  The  public's  frustration  with  government  focusses  principally  on  concerns 
about  taxes,  the  cost  of  government,  the  chronic  budget  deficit,  and  the  rising  national  debt.  But 

14 
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their  frustration  also  arises  out  of  unmet  expectations  regarding  government  performance.  Most 
people  want  smart  and  effective  government,  as  well  as  efficient  and  less  costly  government. 

The  good  news  is  that  there  need  not  be  a  tradeoff  among  these  goals.  In  fact,  in  the  long 
run  it  may  be  that  only  through  effective  government,  focussed  on  appropriate  missions,  will 
we  also  achieve  efficient  and  less  costly  government.  A  federal  government  that  performs 
appropriate  and  clearly  defined  tasks  effectively  will  also  be  a  federal  government  that  saves 
money,  both  by  being  more  efficient  in  what  it  should  be  doing,  and  by  terminating  what  it 
should  not  be  doing. 

The  key  question  is  whether  the  federal  government  can  leap-frog  the  conventional 
sequence  of  institutional  restructuring  and  focus  immediately  and  directly  on  performance. 


15 
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Senator  Frist.  Senator  Domenici? 

Chairman  DOMENICI.  First,  I  want  to  welcome  you.  I  apologize 
for  not  having  been  here  at  the  outset  of  the  hearing.  I  was  going 
to  ask  you  how  your  wife  is,  but  I  will  do  that 

Mr.  FOSLER.  She  is  doing  fine.  Thanks,  Senator. 

Chairman  DOMENICI.  I  hope  she  is  doing  well. 

Mr.  FoSLER.  She  is.  Thank  you. 

Chairman  DOMENICI.  Great.  Let  me  just  quote  President  Nixon. 
"Our  aim  should  not  be  to  make  government  more  efficient  in  doing 
what  it  should  not  have  tried  to  do  in  the  first  place."  Is  that  incon- 
sistent with  what  you  are  working  on  and  talking  about? 

Mr.  FoSLER.  No,  Senator.  In  fact,  that  is  right  on  target. 

Chairman  DOMENICI.  If  I  read  you  right,  you  are  sajdng  it  takes 
a  while  to  carry  out  restructuring.  Shouldn't  the  executive  branch 
of  government  play  a  key  role  in  restructuring?  Isn't  that  its  role 
as  far  as  government  goes? 

Mr.  FoSLER.  The  executive  branch? 

Chairman  DOMENICI.  Yes. 

Mr.  FoSLER.  Absolutely,  yes. 

Chairman  Domenici.  So  it  is  pretty  difficult  for  a  Congress  to  re- 
structure government  programs  and  agencies  if  we  don't  have  a  co- 
operative executive  branch.  Is  that  a  fair  assessment? 

Mr.  FoSLER.  Yes,  it  is. 

Chairman  DOMENICI.  So  if  we  wanted,  actually,  after  some  over- 
sight, to  get  rid  of  some  major  departments  in  the  manner  you 
have  described — take  some  time  trying  to  do  some  things  and  then 
if  it  doesn't  work,  do  away  with  it — wouldn't  it  be  a  practical  way 
for  Congress  to  pass  a  law  that  says  the  executive  branch  must  do 
it  and  tell  us  how  to  proceed? 

Mr.  FoSLER.  Well,  I  think  that  that,  in  fact,  is  the  Congress'  re- 
sponsibility. 

Chairman  DOMENICI.  I  have  been  thinking  that  what  we  ought 
to  do,  if  we  have  done  sufficient  research  and  know  that  we  want 
to  eliminate  a  department  or  agency,  is  rather  than  sa5ring  we  will 
do  away  with  it,  without  understanding  how  it  all  fits,  how  things 
will  be  restructured,  and  what  is  really  going  to  be  eliminated,  we 
ought  to  lay  some  groundwork  by  way  of  goals  and  ideas.  Congress 
ought  to  then  pass  a  statute  saying,  the  next  budget  that  you  send 
us,  Mr.  President  of  the  United  States,  should  have  this  depart- 
ment eliminated  pursuant  to  the  following  guidelines  and  tell  us 
how  we  should  achieve  that  goal.  Would  that  be  one  way  to  pro- 
ceed? 

Mr.  FoSLER.  It  is  one  approach,  and  I  think,  in  fact,  the  work 
that  we  have  done  with  HUD  is  an  example  of  the  kind  of  approach 
that  might  be  taken.  The  Congress  clearly  had  major  problems 
with  HUD  and  the  way  that  it  was  working  or  failing  to  work. 
They  asked  the  Academy  to  take  a  close  look  at  it  and,  in  essence, 
to  examine  it  from  top  to  bottom  and  then  to  ask  what  is  its  legiti- 
mate public  purpose,  what  are  its  actual  missions,  is  it  possible  for 
an  agency  to  accomplish  that.  What  we  concluded  was  no. 

The  problem  with  HUD  is  that  it  is  being  asked  to  do  too  many 
things,  and  that  if  it  is  not  possible  to  narrow  down  and  be  very 
clear  about  what  the  Federal  responsibility  is  and  how  that  serves 
the  public  purpose,  and  if,  over  a  reasonable  period  of  time,  the  de- 
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partment  cannot  reconstitute  itself  and  restructure  to  accomplish 
those  achievable  and  legitimate  Federal  goals,  then  it  should  be 
abolished. 

Chairman  Domenici.  Could  I  ask  on  our  side  if  someone  can 
chair  the  hearing?  I  have  to  go  to  the  floor  shortly  for  15  or  20  min- 
utes, maybe  30,  to  speak  against  an  amendment.  Can  somebody 
stay  for  that  period  of  time  to  chair?  Can  one  of  you  do  that  for 
me? 

I  want  to  say  to  our  last  witness,  Mr.  Gross,  that  I  will  return 
before  you  have  finished  because  you  wanted  to  exchange  some 
views  with  me.  So  I  won't  stay  away  that  long.  I  apologize  for  hav- 
ing to  leave,  and  I  will  turn  the  hearing  now  over  to — if  you  who 
have  more  seniority  don't  object,  would  it  be  all  right  if  Senator 
Frist  chairs  for  now? 

Senator  Bond.  Great;  let  him  have  the  ball. 

Senator  Gorton.  We  will  see  how  he  does.  [Laughter.] 

Senator  Bond.  Don't  give  him  the  instruction  book  on  how  it  is 
supposed  to  work. 

Senator  FRIST.  That  is  right,  that  is  right,  exactly.  Thank  you, 
Mr.  Chairman. 

Chairman  DOMENICI.  Thank  you  for  being  here.  Senator  Exon. 

Senator  Frist.  Senator  Exon? 

Senator  ExoN.  Mr.  Chairman,  thank  you.  Before  you  leave,  Mr. 
Chairman,  we  would  chair  the  hearing  if  all  of  your  charges  have 
to  leave.  It  would  be  all  right  with  us. 

Chairman  DoMENici.  Well,  we  might  do  that  in  some  discreet 
way,  but  there  are  some  meetings  we  won't  let  you  do.  [Laughter.] 

Senator  ExoN.  Thank  you,  Mr.  Chairman,  and  before  you  leave, 
Mr.  Chairman,  I  want  to  emphasize  once  again  the  appreciation  of 
myself  and  the  Democrats  on  the  Budget  Committee  for  the  fair 
way  that  you  have  treated  us.  We  are  going  to  forge  ahead  in  as 
much  a  bipartisan  fashion  as  we  can.  We  are  going  to  have  some 
problems  along  the  road,  but  thank  you  for  your  consideration. 

Chairman  DOMENICI.  Thank  you. 

Senator  ExoN.  Mr.  Chairman,  thank  you  very  much.  I  am  going 
to  be  very,  very  brief  because,  like  Chairman  Domenici,  I  have 
some  other  obligations,  not  the  one  that  he  has,  but  some  other  ob- 
ligations that  are  equally  as  important  to  this  Senator. 

I  did  not  intend  to  get  into  a  debate  on  Gramm-Rudman  today, 
and  I  hope  I  didn't  ruffle  any  of  the  feathers  on  tliat  side  with  my 
remarks  about  it.  I  would  simply  say  that  what  I  am  talking 
about — and  I  think  Democrats  and  Republicans  alike  recognize  and 
realize  that  unless  we  can  restore  some  confidence  in  government, 
it  isn't  really  going  to  benefit  either  the  Democrats  or  the  Repub- 
licans, and  certainly  not  the  people  at  large. 

What  I  am  talking  about  and  was  trying  to  drive  home  for  em- 
phasis factor — and  I  would  say  once  again  that  I  voted  against 
Gramm-Rudman.  That  doesn't  mean  that  Gramm-Rudman  didn't 
have  some  good  things  in  it,  some  of  which  were  raised  by  my 
friend  and  colleague  from  Missouri.  The  problem  is  what  the  per- 
ception is.  You  know,  perceptions  are  tremendously  important,  and 
when  we  hold  out  false  pretenses,  even  though  they  may  be  well- 
meaning,  we  do  harm,  I  think,  to  the  process  in  which  we  are  all 
involved. 
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I  am  not  saying  it  was  all  President  Ronald  Reagan's  fault,  but 
I  was  startled  and  pleased  when  Ronald  Reagan  was  running  for 
President  of  the  United  States  and  when  he  was  elected  he  made 
a  specific  promise  to  balance  the  Federal  budget  in  the  first  4  years 
of  his  term,  in  1984.  Well,  just  the  opposite  happened.  I  think  that 
incoming  President  Ronald  Reagan  thought  he  could  do  it,  but  he 
didn't,  and  therefore  I  don't  want  to  get  back  into  that  situation 
again. 

Now,  although  Gramm-Rudman  may  have  had  some  positive  ef- 
fects, I  consider  Gramm-Rudman  a  failure  by  the  simple  fact  that 
when  Gramm-Rudman  was  enacted,  supposedly  to  bring  the  budg- 
et into  balance  in  relatively  short  order — it  had  some  proposed 
mechanisms  in  it,  including  reconciliation  and  printing  on  the  gov- 
ernment agricultural  checks  "Gramm-Rudman-Hollings  deduc- 
tion," and  so  forth  and  so  on — it  didn't  work. 

When  Gramm-Rudman  was  enacted  to  bring  about  a  balance  so 
maybe  we  wouldn't  have  to  be  doing  what  we  are  doing  today — and 
I  predict  we  will  do  it,  have  a  constitutional  amendment  to  balance 
the  budget — the  National  debt  was  $1.8  trillion.  Today,  it  is  $4.6 
trillion.  You  know,  I  suggest  that  is  hardly  a  record  of  resounding 
success  with  regard  to  the  premise,  if  not  the  promise,  that  was 
held  out  when  that  happened. 

I  therefore  come  back  to  the  situation  that  I  think  is  incumbent 
upon  all  of  us,  regardless  of  our  political  affiliation,  regardless  of 
our  strongly  held  views,  to  make  certain  that  we  make  major  steps 
forward,  spell  them  out  as  best  we  can,  and  not  have  another  fail- 
ure; you  know,  something  like  three  strikes  and  you  are  out.  This 
is  our  third  time  at  bat  and  I  don't  want  us  to  strike  out  once 
again.  That  is  why  I  am  stating  let's  move  ahead,  but  let's  move 
ahead  with  our  eyes  wide  open  and  not  be  accused  by  the  American 
public  once  again — whether  this  institution  is  controlled  by  Demo- 
crats or  Republicans,  it  is  run  by  both  and  we  have  to  share  in  the 
failure  of  the  responsibilities,  and  none  of  us,  including  this  Sen- 
ator, can  totally  escape  the  problems  that  we  have  had  with  the  fig- 
ures that  I  just  cited. 

Let  me  move  on,  if  I  might,  Mr.  Fosler,  to  one  question  that  I 
have  for  you — and  thank  you  for  your  testimony;  I  think  I  agree 
with  much  of  what  you  have  said — about  the  need  to  focus  on  per- 
formance and  reexamine  the  Federal  role  in  all  areas.  You  know, 
that  is  a  straightforward  statement,  but  there  is  so  much  truth 
connected  with  it  that  I  think  we  can't  emphasize  it  too  often,  and 
therein  are  the  concerns  I  just  addressed. 

But  isn't  that  exactly  what  has  happened  and  what  the  National 
Performance  Review  is  designed  to  accomplish?  By  that,  I  mean  the 
statements  that  you  just  made,  which  I  agree  with.  How  does  the 
agenda  of  the  National  Performance  Review  that  is  well-known  dif- 
fer significantly  from  those  suggestions  that  you  are  making  in  a 
constructive  fashion? 

Mr.  Fosler.  The  National  Performance  Review,  Senator,  started 
with  the  assumption  that  the  goals  of  government  were  fairly  clear 
and  that  there  was  a  substantial  consensus  for  what  government 
ought  to  do,  and  that  the  real  question  was  how  to  do  it  more  effec- 
tively and  more  efficiently.  The  first  report  of  the  National  Per- 
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formance  Review  that  came  out  in  August  or  September  of  1993  fo- 
cused on  the  "how"  of  government,  not  the  "what." 

In  our  opinion,  it  laid  out  a  lot  of  basic  management  philosophy 
with  which  we  can  agree.  It  drew  very  heavily  on  a  report  of  the 
Academy  back  in  1983  on  Revitalizing  Federal  Management  which 
dealt  with  some  of  the  key  issues  of  how  to  make  government  work 
better  and  cost  less.  The  problem  is  that  there  isn't  a  clear  consen- 
sus on  what  government  should  do,  and  that  is  also  key  to  deter- 
mining performance. 

The  second  phase  of  the  National  Performance  Review  that  has 
been  announced  by  the  President  and  the  Vice  President  is  ex- 
pected to  continue  looking  at  the  question  of  how  government  ought 
to  work,  but  it  also  is  going  to  focus  now  on  what  government 
ought  to  do,  a  very  substantial  change,  and  I  think  a  recognition 
of  the  fact  that  the  first  phase  really  didn't  address  some  of  the  key 
questions. 

We  believe  that  there  is  no  escaping  looking  at  both  of  these 
questions  at  the  same  time  if  we  really  are  going  to  focus  on  per- 
formance. It  sounds  like  an  easy  thing  to  say,  but  the  truth  of  the 
matter  is  that  most  of  the  restructurings  that  we  have  seen  in  the 
private  sector,  at  the  State  and  local  level,  and  in  foreign  govern- 
ments over  the  years  have  not  started  by  focusing  on  performance. 
They  have  gone  through  the  four  stages  I  mentioned  and  only  come 
around  at  the  end  to  focusing  on  performance. 

But  if  you  are  really  serious — if  the  National  Performance  Re- 
view is  really  serious — about  doing  that,  it  has  got  to  understand, 
as  well,  how  the  two  things  relate  because  deciding  what  govern- 
ment should  do  depends  in  part  on  what  government  is  capable  of 
doing  and  willing  to  do  well. 

Senator  ExON.  Mr.  Fosler,  thank  you  very  much. 

Mr.  Chairman,  I  will  ask  no  further  questions  now.  I  am  very 
pleased  to  see  my  dear  friend  and  colleague  from  North  Dakota 
here.  He  has  worked  very  long  and  very  hard  in  this  particular 
area  and  I  wish  to  sedute  him  for  the  dedication  and  devotion  that 
he  has  exhibited  on  the  problems  that  confront  us.  At  least  on  this 
side  of  the  aisle,  and  I  hope  the  committee  as  a  whole  will  be  lis- 
tening and  taking  into  consideration  the  constructive  help,  sugges- 
tions, and  concepts  that  the  Senator  from  North  Dakota  will  be  ad- 
vancing. 

Mr.  Chairman,  thank  you  very  much. 

Senator  Frist.  Thank  you.  Senator  Exon. 

Senator  Bond? 

Senator  Bond.  Thank  you  very  much,  Mr.  Chairman,  and  again, 
Mr.  Fosler,  we  appreciate  your  coming  before  this  committee.  I  was 
most  grateful  for  your  testimony  before  our  appropriations  sub- 
committee. 

I  share  your  enthusiasm  and  excitement  for  performance  stand- 
ards. I  must  tell  you  that  having  worked  on  performance  stsmdards 
and  performance  audits  about  one-quarter  of  a  century  ago  in  State 
government,  number  one,  they  are  not  as  easy  as  some  might 
think,  and  the  fact  that  the  tools  have  been  around  and  they  are 
not  widely  implemented  suggests  that  it  is  a  lot  easier  to  say  we 
are  going  to  have  performance  standards  than  to  encourage  a  legis- 
lative body  or  even  an  executive  branch  to  focus  on  them. 
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I  welcome  your  emphasis,  and  I  hope  perhaps  you  can  push  us 
in  that  direction.  What  do  you  see  as  the  institutional  difficulties 
in  achieving  that  kind  of  assessment  and  role? 

Mr.  FOSLER.  There  is  a  wealth  of  experience  on  that,  Senator, 
and  as  you  said,  your  experience  in  State  government  is  reflected 
in  a  lot  of  States  and  localities  throughout  the  country.  It  is  easy 
to  say  we  are  going  to  focus  on  performance,  but  it  is  difficult  to 
define  precisely  what  government  ought  to  do.  It  is  difficult  for  gov- 
ernment to  limit  itself,  to  be  specific  about  its  goals,  to  establish 
performance  measures,  to  actually  do  the  measurement,  and  then 
after  doing  the  assessment,  to  act  on  it.  That  is,  of  course,  where 
the  problem  is  very  difficult  politically  because  quite  often  the  per- 
formance information  suggests  some  action  that  requires  political 
pain. 

As  I  note  in  my  testimony,  the  Congress  has  already  begun  to 
take  some  action  on  performance  measurement  through  the  pas- 
sage of  the  Government  Performance  and  Results  Act,  which  will 
require  every  agency  of  the  Federal  Government  to  be  specific 
about  what  it  intends  to  achieve  and  how  it  is  going  to  measure 
results.  That  Act  is  now  in  the  pilot  phase,  and  I  think  the  first 
pilot  suggests  that  there  is  potential  there,  but  it  is  going  to  be 
very  difficult  and  require  constant  perseverance  and  pressure  by 
the  Congress  if,  in  fact,  that  Act  is  going  to  be  implemented  effec- 
tively. 

Senator  Bond.  In  your  comments  here  and  in  your  testimony, 
and  previously  in  the  Appropriations  Committee,  you  helped  us 
focus  on  some  of  the  restructuring  questions  in  HUD.  I  happen  to 
think  that  at  this  point  it  is  a  very  important  discussion  to  decide 
how  we  arrange  the  deck  chairs  on  the  Titanic,  but  as  Chairman 
Domenici  pointed  out  last  year  and  as  we  are  attempting  to  elicit 
from  HUD  now,  and  this  committee  will  have  to  deal  with  in  the 
months  ahead,  we  have  hit  an  iceberg.  We  have  hit  an  iceberg  in 
public  housing  assistance,  specifically  Section  8,  which  is  going 
through  the  ceiling  and,  without  significant  changes,  will  result  ei- 
ther in  requiring  significantly  more  budget  authority  and  even 
more  outlays  than  we  have  available  or  would  result  in  cutting 
back  on  the  assisted  housing,  the  Section  8  assistance. 

Could  you  share  with  this  committee  what  you  may  have  con- 
cluded or  seen  as  you  looked  specifically  at  the  federally-assisted 
housing  in  Section  8  and  how  we  are  going  to  have  to  deal  with 
that  in  the  Budget  Committee? 

Mr.  FoSLER.  Well,  you  are  absolutely  right,  Senator.  The  problem 
there,  as  you  well  know,  is  that  as  commitments  are  made  by  the 
Federal  Government  in  their  contractual  obligations,  it  is  not  such 
a  simple  matter  to  decide  that  you  are  going  to  eliminate  a  whole 
department  because  those  contractual  obligations  and  responsibil- 
ities continue. 

Our  proposal  was  that  the  department  needed  to  radically  con- 
solidate its  200-some  programs  down  to  about  10.  As  you  are 
aware.  Secretary  Cisneros  has  now  proposed  to  consolidate  some  60 
programs  into  about  3,  and  to  focus  much  more  on  the  notion  of 
certificates  for  assisted  housing  that  would  be  given  directly  to  the 
recipients  so  that  they  could  then  go  out  and  choose  what  housing 
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they  wanted  to  take  among  a  variety  of  both  pubHc  and  private 
participants,  and  pubhc  housing  agencies  would  have  to  compete. 

We  think  that  this  moves  very  much  in  the  right  direction.  We 
think  that  the  key  question  is  going  to  be  whether  the  department 
can  come  up  with  the  details  by  which  this  is  actually  going  to  be 
carried  out  over  the  next  couple  of  years. 

Senator  Bond.  May  I  impose  just  long  enough  to  ask,  do  you 
have  specific  suggestions  on  what  we  do  about  this  budget  year's 
problem? 

Mr.  FOSLER.  Yes,  I  do,  and  in  my  testimony  I  outline  a  series  of 
specific  steps  that  I  think  the  Budget  Committee  itself 

Senator  Bond.  I  mean  with  respect  to  the  dollar  problem  in  as- 
sisted housing. 

Mr.  FoSLER.  With  regard  to  the  dollar  problem  in  assisted  hous- 
ing, I  would  have  to  check  on  the  specifics  of  what  our  report  said 
in  that  regard. 

Senator  Bond.  We  would  appreciate  any  guidance  or  suggestions 
you  can  give  us.  We  are  going  to  need  all  the  help  we  can  get. 
Thank  you. 

Mr.  FosLER.  I  would  be  happy  to  do  that. 

Senator  Frist.  Thank  you. 

Senator  Conrad? 

Senator  CONRAD.  Thank  you,  Mr.  Chairman.  I  note  in  reviewing 
the  operations  of  your  organization  that  you  have  been  involved  in 
the  reviews  of  a  number  of  agencies  of  the  Federal  Government, 
and  I  am  interested  if,  in  those  reviews,  you  find  a  consistent  pat- 
tern of  Federal  Government  bureaucracies  being  far  behind  the 
curve  with  respect  to  the  kind  of  technological  revolution  that  is  oc- 
curring and  a  lack  of  innovative  thinking  in  terms  of  serving  the 
customer  base  that  exists  for  any  Federal  agency.  I  would  be  very 
interested  in  your  observations  with  respect  to  what  you  have 
found  the  state  of  the  Federal  bureaucracy  to  be  in  terms  of  cur- 
rent, modem  management. 

Mr.  FoSLER.  It  is  a  good  question  and  it  is  one  that  we  have 
spent  a  great  deal  of  time  on.  The  record  is  mixed.  The  Federal 
Government  is  a  vast  operation.  If  you  look  at  the  military,  for  ex- 
ample, you  find  that  they  have  gone  through  a  restructuring  and 
downsizing  process  over  the  past  10  or  15  years  and  have  devel- 
oped extremely  sophisticated  and  advanced  systems  focussed  on 
their  mission,  and  in  many  ways  are  far  advanced  of  the  civilian 
sector.  One  reason  for  this  may  be  that  they  have  to  compete  with 
the  foreign  military  establishments  of  other  countries,  which  is  one 
of  the  things  that  keeps  them  on  their  edge. 

So  I  think  that  part  of  the  government  needs  to  be  recognized  for 
the  advances  that  it  has  made  in  modem  management.  In  fact,  one 
of  the  things  we  are  attempting  to  do  is  to  see  if  we  can't  transfer 
relevant  knowledge  from  the  military  over  to  the  civilian  branch. 

Management  capacity  is  also  spotty  within  the  civilian  branch.  If 
you  look  at  the  Social  Security  Administration,  for  example,  you 
will  find  an  agency  that  over  the  years  has  been  extremely  sophis- 
ticated in  terms  of  the  technology  and  the  management  methods 
that  it  has  applied  to  its  principal  mission  of  issuing  social  security 
checks  to  the  elderly. 
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As  the  disability  part  of  social  security  has  increased,  however, 
and  the  public  purpose  and  mission  of  the  agency  has  become  fuzzi- 
er— who  is  disabled;  how  is  that  judgment  made;  what  is  the  pur- 
pose of  disability,  is  it  to  give  subsistence  checks  or  is  it  to  try  to 
rehabilitate  people — the  Social  Security  Administration  has  had  an 
increasingly  difficult  time  adapting  its  management  capacity  to 
that  far  more  complex  task. 

In  general.  Senator,  I  would  say  that  while  you  find  some  very 
sophisticated  and  advanced  management  techniques  within  the 
government,  by  and  large  the  Federal  Government  is  behind  in 
such  areas  as  human  resource  management,  information  tech- 
nology, performance  measurement,  and  other  areas  where  both  the 
private  sector  and  many  State  and  local  governments — a  point  im- 
portant for  the  national  competitiveness  of  the  United  States — 
many  foreign  governments,  are  ahead. 

Senator  CONRAD.  Let  me  just  say  when  I  first  came  to  the  United 
States  Senate  in  1987,  having  been  a  tax  administrator  in  my 
home  State,  I  was  really  stunned  by  the  information  technology 
that  was  being  used  in  the  United  States  Senate.  I  inherited  in  my 
offices  in  North  Dakota  two  Selectric  typewriters.  That  was  the 
level  of  technology.  You  know,  I  come  from  the  State  of  North  Da- 
kota. I  came  from  an  agency  in  which  we  had  cutting-edge  com- 
puter technology,  and  I  was  truly  stunned  at  the  lack  of  technology. 
Can  you  just  comment? 

I  had  a  relative  who  was  with  a  Federal  agency  for  some  10 
years.  When  he  retired,  I  took  him  out  to  lunch  and  I  said,  how 
much  waste,  10  percent?  He  laughed  at  me  and  he  said,  Kent,  he 
said,  you  would  have  to  start  at  25  percent  and  I  am  not  so  sure 
it  is  not  50  percent.  I  want  to  make  clear  this  is  a  man  who  is  not 
hostile  to  government,  who  believes  that  government  has  a  role, 
and  yet  he  found  that  level  of  waste. 

Can  you  tell  me  what  your  experience  is  in  looking  at  Federal 
agencies?  By  what  level  would  you  see  Federal  agencies  being 
overstaffed? 

Mr.  FOSLER.  If  you  look  at  the  experience  in  the  private  sector, 
companies  that  have  gone  through  those  four  stages  that  I  men- 
tioned and  have  really  gotten  down  to  looking  at  what  their  core 
missions  are  and  their  core  competencies  have  often  found  that 
they  can  reduce  25,  30,  35  percent  and  still  achieve  their  purposes 
effectively,  and  in  some  cases  even  more  effectively. 

I  think  if  you  take  that  general  organizational  experience,  which 
increasingly  is  being  replicated  throughout  the  private  sector  and 
in  some  cases  in  the  public  sector,  due  in  part  to  the  power  of  infor- 
mation technology,  I  believe  you  could  go  through  systematically 
looking  at  all  of  the  different  government  agencies,  as  we  have 
done  with  some  of  the  ones  that  I  mentioned  such  as  HUD,  and 
find  that  you  could  get  very  substantial  reductions  in  these  agen- 
cies, and  yet  still  be  able  to  accomplish  the  legitimate  mission.  But 
you  must  be  sure  that  you  have  got  the  necessary  competencies  to 
do  the  job. 

The  problem  with  across-the-board  cuts  is  that  they  can  simply 
shrink  the  size  of  what  was  there  before,  without  changing  the 
basic  pattern.  You  really  do  have  to  rethink  and  reengineer  to  be 
able  to  accomplish  the  mission  with  substantially  fewer  resources. 
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Senator  Conrad.  I  thank  the  Chairman  and  I  thank  the  witness. 

Senator  Frist.  Thank  you. 

Senator  Brown? 

Senator  BROWN.  Thank  you,  Mr.  Chairman.  You  have  raised,  I 
think,  a  very  important  subject  for  the  committee  to  look  at,  and 
Congress  in  general.  The  Colorado  Legislature  when  they  appro- 
priated money  normally  did  a  very  interesting  thing.  They  would 
require  from  the  agency  that  was  receiving  the  money  a  definition 
of  what  they  were  going  to  accomplish  with  it  in  specific  terms  with 
specific  numbers.  Then  a  year  later  when  they  would  come  back, 
or  2  years  later  when  they  would  come  back,  they  would  review 
what  they  said  they  would  do  with  the  money  and  what  they  actu- 
ally accomplished  with  the  money.  It  is  a  devastating  practice  and 
one  that  has  dramatic  results. 

My  guess  is  if,  when  we  started  the  Great  Society  and  the  War 
Poverty,  someone  had  come  in  and  said  we  expect  the  illegitimacy 
rate  in  this  country  to  triple  that  people  would  have  a  different 
view  of  the  wisdom  of  those  programs.  On  the  other  hand,  if  they 
said  they  expected  it  to  go  down  with  the  incidence  of  the  program 
and  it  tripled  instead,  it  would  have  provided  a  mechanism  to 
rethink  what  they  were  doing  and  look  at  it  to  accomplish  their 
goals. 

It  strikes  me  that  what  you  are  advocating  is  nothing  more  than 
simple  good  management  that  takes  place  in  much  of  the  private 
sector.  Let  me  ask  you  your  views  with  regard  to  our  current  ac- 
counting system,  and  I  want  to  preface  it  this  way.  When  we  tried 
to  draft  an  amendment  to  get  at  overhead  costs  in  the  Federal  Gov- 
ernment, what  we  found  we  were  quite  surprised  with. 

One,  the  accounting  systems  for  the  various  departments  are  dif- 
ferent. Instead  of  one  standardized  accounting  system — in  other 
words,  the  Department  of  Energy  having  an  accounting  system, 
classification  of  accounts,  a  system  of  accumulating  costs,  and  so 
on,  being  similar  to  the  Department  of  Defense,  HUD,  or  EPA,  or 
a  variety  of  other  Federal  agencies — they  all  had  different  account- 
ing. 

Moreover,  the  accounting  systems  that  they  had,  most  of  them 
did  not  classify  overhead  expenses  in  a  normal  way,  in  a  way  that 
any  business  would.  In  other  words,  if  you  wanted  to  know  how 
much  rent  was,  it  was  very  difficult  to  find  out  how  much  rent  was, 
or  how  much  postage  was  or  how  much  the  phone  expense  was. 

What  are  your  views  with  regarding  to  changing  the  accounting 
system  that  we  operate  under? 

Mr.  FoSLER.  At  the  initiative  of  the  Congress,  in  fact,  there  was 
a  law  passed  several  years  ago  called  the  Chief  Financial  Officers 
(CFO)  Act,  establishing  a  chief  financial  officer  for  each  agency  and 
la3dng  out  some  of  the  goals  for  trying  to  improve  financial  man- 
agement. 

You  are  right.  There  is  a  basic  problem  with  a  lack  of  good  ac- 
counting systems  for  each  agency,  and  there  is  also  a  key  problem, 
and  this  is  a  real  dilemma  for  the  Congress  and  the  government, 
of  a  lack  of  consistency  in  accounting  systems  throughout  the  gov- 
ernment, across  agencies.  The  dilemma  is  this:  the  tendency  of 
most  government  and  business  reorganizations  is  to  try  to  decen- 
tralize operations:  identify  the  results,  or  the  outputs,  of  what  an 
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agency  is  supposed  to  do,  and  then  leave  them  greater  latitude  to 
determine  the  basic  management  systems  that  they  need  to  achieve 
those  results. 

If  you  do  that,  you  leave  greater  latitude  to  an  agency  or  depart- 
ment to  determine  its  own  financial  and  accounting  systems,  its 
own  human  resource  management  system,  and  so  on.  When  you  do 
that,  you  can  end  up  with  more  effective  systems  for  each  agency 
or  departments,  but  widely  variable  systems  that  lack  uniformity 
consistency,  or  comparability  on  a  government-wide  basis.  It  seems 
to  me  that  is  one  of  the  key  issues  that  the  Federal  Government 
has  not  owned  up  to  yet. 

Senator  Brown.  I  am  not  suggesting  that  you  eliminate  the  de- 
partment's ability  and  the  flexibility  of  effectively  managing,  but  I 
think  if  you  look  at  the  accounting  systems  that  are  in  place  in 
most  of  the  departments,  they  are  designed  to  hide  overhead  ex- 
penses, not  control  them.  I  don't  know  if  you  would  disagree  with 
that  observation  or  not.  \ 

Mr.  FOSLER.  I  think  the  sheer  complexity  of  the  operation^  of  the 
accounting  systems  and  the  classifications  are  so  great  that  wheth- 
er the  intent  is  to  hide  or  not,  certainly  that  ends  up  being  one  of 
the  consequences. 

Senator  Brown.  Let  me  ask  you,  doesn't  the  executive  budget  of- 
fice have — doesn't  there  exist  already  an  ability  for  an  administra- 
tion to  develop  standardized  accounts  and  standardized  accounting 
systems  between  the  departments? 

Mr.  FoSLER.  That  is  one  of  the  intents  of  the  concept  of  having 
the  chief  financial  officers  throughout  each  of  the  principal  agen- 
cies, and  also  of  developing  both  good  and  uniform  financial  and  ac- 
counting systems  throughout  the  government. 

Senator  Brown.  But  couldn't  the  executive  budget  office  do  that 
right  now  if  they  wanted  to? 

Mr.  FosLER.  Yes,  they  could  apply  strong  pressure. 

Senator  Brown.  Thank  you. 

Senator  Frist.  Senator  Gorton? 

Senator  GORTON.  I  have  no  questions,  Mr.  Chairman. 

Senator  Frist.  Senator  Snowe? 

Senator  Snowe.  Thank  you,  Mr.  Chairman,  and  I  ask  unanimous 
consent  to  include  in  the  record  my  statement. 

Senator  Frist.  So  ordered. 

Senator  Snowe.  Thank  you. 

[The  prepared  statement  of  Senator  Snowe  follows:] 

Opening  Statement  of  Senator  Olympla  J.  Snowe 

Mr.  Chairman,  allow  me  to  begin  by  thanking  you  for  calling  today's  hearing  on 
government  restructuring  and  program  termination.  In  the  coming  months,  this 
committee  will  grapple  with  divisive  and  extremely  challenging  issues  as  we  work 
to  report  out  a  balanced  and  fair  budget.  The  President  will  transmit  his  budget  to 
us  on  Tuesday.  It  is  critical  that  we  take  this  opportunity  to  step  away  from  the 
budget  as  a  whole  as  we  evaluate  the  broad  ways  to  reduce  and  realign  our  spend- 
ing priorities. 

I  would  especially  like  to  thank  our  distinguished  panelists — each  of  them  expert 
in  their  own  way  on  restructuring — for  joining  us  today  to  share  their  views. 

Mr.  Chairman,  our  Federal  Government  has  invested  a  great  deal  of  time  and  ef- 
fort in  the  effort  of  restructuring  government  and  realigning  our  priorities.  We  have 
committed  to  an  approach  of  "total  quality",  and  looked  for  ways  to  "buy  in"  our  em- 
ployees through  empowerment,  and  an  emphasis  on  doing  things  right  the  first  time 
through  the  Federal  Quality  Institute. 
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The  Vice  President  has  led  a  National  Performance  Review  to  examine  ways  to 
eliminate  waste.  As  the  President  himself  noted  last  night,  we  have  been  successful 
in  ferreting  out  some  of  the  most  onerous  and  well-publicized  forms  of  waste — 
10,000  page  personnel  manuals — $600  ashtrays — and  mohair  subsidies. 

And  as  with  generations  before  us,  we  have  begun  to  follow  the  lead  of  the  States, 
and  begun  to  "reinvent  government".  Justice  Oliver  Wendell  Holmes  called  the 
States  the  laboratories  of  democracy,  and  it  is  true  that  they  have  been  the  true 
laboratories  in  this  effort.  States  are  yearning  flexibility — the  ability  to  meet  the 
needs  of  their  own  citizens  in  the  most  effective  way  possible.  This  can  be  done  by 
eliminating  unnecessary  Federal  authority  altogether,  and  "reserving  for  the  States" 
the  power  that  we  need  not  yield.  And  it  can  be  done  by  spending  our  Federal  dol- 
lars not  on  additional  regulations  or  bureaucracy,  but  instead  on  sending  our  Fed- 
eral dollars — in  block  grants — directly  to  States  and  to  the  American  people. 

These  efforts  make  our  government  more  efficient  and  restructure  our  priorities 
to  make  a  smaller  government  wiser. 

But  if  we  are  truly  to  make  progress  in  balancing  the  budget,  if  we  are  truly  going 
to  live  within  our  needs — as  every  American  taxpayer  must — then  we  must  also 
evaluate  our  government  programs  with  an  eye  toward  consolidation  and  elimi- 
nation. 

We  may  be  able  to  eliminate  entire  departments — reassigning  authority  from  hun- 
dreds to  dozens.  We  may  be  able  to  downsize  other  departments,  eliminating  agen- 
cies, out-dated  programs  and  personnel  in  order  to  rein  in  spending  and  fund  gov- 
ernment at  a  level  that  is  fair  to  American  taxpayers — at  a  level  that  we  can  afford. 

Mr.  Chairman,  the  Constitution  of  the  United  States  outlines  the  role  of  our  gov- 
ernment: to  lay  and  collect  taxes,  to  provide  for  the  common  defense;  and  to  provide 
for  the  general  welfare. 

Over  the  years,  however,  the  Federal  Government  has  interpreted  its  role  in  an 
ever-expanding  fashion.  The  expansion  must  end — and  we  can  no  longer  afford  to 
live  in  the  manner  to  which  we  have  become  accustomed. 

To  meet  our  needs  and  the  fiscal  realities  of  the  21st  century,  Mr.  Chairman,  we 
must  take  the  steps  we  need  to  reshape  our  government  and  meet  our  Constitu- 
tional requirements  while  remaining  within  the  budget. 

For  our  taxpayers,  for  America's  young  people — and  for  future  generations,  I  be- 
lieve we  can  do  no  less. 

Thank  you,  Mr.  Chairman.  I  look  forward  to  hearing  the  views  of  our  panelists 
on  these  very  important  issues,  and  want  to  thank  you  for  giving  me  the  oppor- 
tunity to  make  an  opening  statement. 

Senator  Snowe.  Mr.  Fosler,  I  think  you  offer  challenging  testi- 
mony. It  is  very  logical  and  thoughtful,  and  hopefully  we  can  adopt 
that  approach  here  in  the  Budget  Committee  and  in  Congress  be- 
cause given  the  fact  that  I  think  we  will  be  passing  a  balanced 
budget  amendment — at  least,  I  hope — the  next  obvious  step  will  be 
the  restructuring  of  many  of  our  government  programs.  I  think  you 
offer  a  very  effective  method  by  which  we  should  analyze  and  value 
the  performance  standards  of  various  programs. 

Getting  back  to  what  Senator  Bond  was  asking,  the  question,  as 
you  know,  is  what  do  you  see  as  the  institutional  barriers  for 
adopting  this  approach.  I  think  it  is  very  essential  that  we  develop 
a  performance-driven  budget  and  evaluate  each  and  every  program 
and  agency  based  on  performance  standards. 

I  just  wondered — since  you  are  probably  familiar  with  the  way  in 
which  we  work  institutionally  as  a  committee  and  as  a  Congress — 
whether  or  not  we  can  adopt  that  approach  within  a  reasonable  pe- 
riod of  time.  First,  exactly  how  long  would  it  take  to  evaluate  the 
performance  of  a  program  or  an  agency  before  we  should  take  ac- 
tion? 

I  think  the  challenge  is  really  vital  and  compelling  at  this  point, 
given  the  fact  that  we  are  going  to  have  a  balanced  budget  amend- 
ment and  we  are  going  to  have  to  look  at  various  programs.  I  think 
this  is  the  approach  that  we  should  take,  the  proposal  that  you 
have  outlined  here.  As  a  committee  we  should  be  able  to  sit  down 
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and  look  at  some  empirical  data  that  evaluates  a  program  and  de- 
termine whether  or  not  it  fits  in  the  scope  of  our  responsibilities 
as  a  Federal  Government. 

Mr.  FOSLER.  As  I  mentioned,  Senator,  the  Government  Perform- 
ance and  Results  Act  which  was  initiated  by  the  Congress  will  re- 
quire every  agency  of  the  Federal  Government  to  specify  what  its 
goals  are,  what  the  outputs  of  the  agency  and  the  intended  out- 
comes in  terms  of  social  and  economic  consequences  are,  and  then 
establish  measures  for  those  results,  and  then  to  begin  to  report 
that  back  on  an  annual  basis  to  the  President  and  to  the  Congress. 

The  GPRA  is  currently  in  the  pilot  phase  and  there  are  about  71 
programs  that  are  now  attempting  to  develop  those  performance 
measures.  The  Academy  has  been  monitoring  those  pilots  and  we 
have  a  report  looking  at  some  of  the  problems  in  the  first  phase 
of  implementation  which  we  would  be  happy  to  share  with  you. 

You  have  got  basic  technical  problems  of  lack  of  capacity  within 
the  agencies  to  be  able  to  establish  good  performance  measures. 
You  have  got  a  problem  of  the  kind  I  mentioned  with  regard  to 
HUD  where  the  Congress  has  adopted  multiple  and  sometimes  con- 
flicting missions  and  programs  for  the  agencies,  which  makes  it 
very  difficult  for  them  to  determine  what  they  are  supposed  to  be 
doing.  So  there  is  a  basic  programmatic  problem. 

You  have  also  got  the  basic  problem  that  there  is  no  clear  overall 
direction  for  the  agencies  and  for  the  Federed  Government.  Many 
of  the  States  have  taken  the  step  of  attempting  to  go  through  a 
State  strategic  planning  process — Oregon,  for  example,  with  Or- 
egon Benchmarks,  Minnesota  with  Minnesota  Milestones — and 
then  to  work  back  from  what  the  State  wants  to  accomplish  to 
what  the  government's  role  is.  That,  in  turn,  drives  the  budget 
process.  Without  that  kind  of  overall  framework,  it  is  very  difficult 
to  establish  this  kind  of  process. 

Senator  Snowe.  Do  we  have  the  statutory  tools  in  place  in  order 
to  accomplish  what  you  are  suggesting?  I  mean,  do  we  have  to 
adopt  any  additional  legislation  beyond  what  we  already  have  in 
the  Government  Performance  Results  Act?  • 

Mr.  FoSLER.  I  think  that  some  of  the  key  tools  are  in  place.  I 
think  that  the  National  Performance  Review  is  in  the  process  of 
looking  at  other  systems  that  have  to  be  changed.  They  are  going 
to  be  coming  to  you  with  changes  in  civil  service  or  human  resource 
management,  and  there  are  several  other  systems,  but  slowly  those 
different  legislative  pieces  are  being  put  into  place.  The  real  key  is 
whether  there  is  going  to  be  the  perseverance  and  the  support  to 
develop  the  systems  and  capacity  required  to  make  those  acts 
work. 

Senator  Snowe.  We  will  be  hearing  subsequent  testimony  con- 
cerning consolidation;  for  example,  combining  welfare  programs 
into  a  block  grant.  There  are  some  recommendations  here  in  the 
Senate  and  the  House  about  sending  that  mission  back  to  the 
States.  What  do  you  think  about  a  block  grant  approach?  Is  that 
one  way  of  being  more  efficient  emd  effective,  in  your  estimation, 
or  is  it  preferable  just  to  assign  that  responsibility  to  the  State  and 
remove  Federal  involvement  entirely? 

Mr.  FosLER.  We  have  a  long  experience,  as  you  know,  with  block 
grants  and  attempts  to  try  to  consolidate  programs  that  go  to  the 


116 

State  and  local  level,  and  we  are,  no  doubt,  going  to  be  looking  at 
those  questions  again.  The  problem  with  block  grants  is  that  it  is 
very  difficult  to  define  a  specific  enough  goal  that  is  measurable 
that  reflects  the  Federal  interest  in  sending  that  money  to  the 
States  and  localities  so  that  you  can  leave  the  flexibility  to  the 
States  and  localities  to  determine  how  to  do  it.  Without  such  clear 
goals  and  measures,  it  is  difficult  for  the  Federal  Government  to 
then  come  back  and  assess  whether  the  States  or  local  govern- 
ments have  accomplishmented  what  was  intended. 

We,  I  think,  are  learning  a  little  bit  more  about  how  we  can  es- 
tablish those  goals  and  measures  that  give  the  Congress  that  kind 
of  assessment  capacity  so  the  States  and  localities  can  be  given 
greater  latitude.  But  I  think  it  is  going  to  be  a  very  difficult  thing 
to  do. 

Senator  Snowe.  Thank  you. 

Senator  Frist.  Thank  you. 

Senator  Grassley? 

Senator  Grassley.  I  want  to  put  a  full  statement  in  the  record. 

[The  prepared  statement  of  Senator  Grassley  follows:] 

Opening  Statement  of  Senator  Charles  E.  Grassley 

Mr.  Chairman,  I  would  like  to  once  again  commend  you  for  holding  this  series 
of  hearings  on  Governing  in  the  21st  Century.  In  a  sense,  there  are  sunset  hearings 
on  government  in  the  20th  century.  We  need  to  carefully  examine  the  entire  govern- 
ment, whether  it's  turn-of-the-century  bureaucracies,  departments  established  in  the 
30's  and  40's,  or  social  programs  from  the  60's.  What's  absolutely  clear  is  that  gov- 
ernment is  too  big,  too  clumsy,  and  it's  not  performing  well.  It  must  be  restructured 
for  better  performance  and  much  lower  cost. 

When  I  think  of  some  of  the  obsolete  sectors  of  government,  it  reminds  me  a  lot 
of  the  tremendous  strides  we've  made  in  telecommunications  in  recent  years.  Just 
10  years  ago — during  my  first  term  in  the  Senate — we  were  still  using  IBM  Selectric 
typewriters.  We  didn't  have  word  processors.  We  also  didn't  have  fax  machines.  Ev- 
erything was  still  sent  by  mail. 

Government  programs  and  bureaucracies  seem  caught  up  in  the  age  of  type- 
writers and  the  Pony  Express.  I  say  this  knowing  that  they  would  have  word  proc- 
essors and  fax  machines  throughout  the  government.  But  the  bureaucracies  are 
structured  for  a  bygone  era.  They  are  in  need  of  radical  change.  We  need  to  improve 
the  performance  of  government  as  much  as  we  improve  communications  over  the 
last  decade.  Individual  departments  and  the  government  as  a  whole  must  be  right- 
sized  for  better  performance  and  lower  cost.  And  much  of  the  decision-making 
should  be  returned  to  those  levels  of  government  and  to  institutions  that  are  closer 
to  the  citizenry. 

Recent  efforts  to  restructure  the  government  were  started  by  Ronald  Reagan,  with 
his  New  Federalism  Program — which  he  later  abandoned — and  by  President  Clinton 
with  his  Reinventing  Government  Program.  In  my  view,  that  means  both  sides  of 
the  aisle  may  have  much  in  common — certainly  a  common  goal. 

However,  the  National  performance  Review  can  stand  to  be  much  more  ambitious. 
For  starters,  it  needs  to  ask  bolder  questions.  As  of  now,  it  simply  asks,  "How  can 
we  do  things  more  efficiently."  Clearly,  efficiency — although  desirable — is  not  at  the 
heart  of  the  government's  problem.  Effectiveness  is.  Efficiency  is  getting  the  job 
done  right;  effectiveness  is  getting  the  right  job  done. 

Hopefully,  we're  here  to  ask  what  is  the  right  job  for  government  to  do.  We  deter- 
mine that  by  asking  "What  should  government  do?  And,  what  shouldn't  government 
do."  And  even  more  on  point,  in  my  view,  is  determining  "What  is  it  government 
can  and  can't  do?" 

The  problem  with  answering  what  should  or  shouldn't  be  done,  is  that  everyone 
has  different  ideas.  It's  hard  to  reach  a  consensus.  But  certainly  objective  data  can 
be  had  for  what  government  can  and  can't  do. 

Once  these  questions  are  answered,  the  next  question  is  at  what  level  of  govern- 
ment should  they  be  done.  And  for  those  things  government  can't  do,  can  we  find 
another  way  to  do  them? 
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In  asking  these  questions,  hopefully  we'll  examine  not  just  government  programs, 
but  also  government  functions.  In  that  sense,  there  are  really  sunrise  hearings  on 
a  new  approach  to  governing  in  the  21st  century.  And  again,  I  commend  you,  Mr. 
Chairman,  for  holding  them.  I  look  forward  to  today's  testimony,  and  hope  our  dis- 
tinguished witnesses  can  help  challenge  us  to  be  bold  and  innovative  in  our  efforts. 

Senator  Grassley.  Prior  to  asking  my  first  question  of  you,  Mr. 
Fosler,  I  want  to  highlight  a  couple  of  things  that  I  was  going  to 
say  in  my  opening  statement  and  then  get  to  a  specific  program, 
because  we  nave  been  talking  a  lot  in  the  generic  of  "government" 
here. 

I  see  these  very  good  sets  of  hearings  that  Chairman  Domenici 
ought  to  be  complimented  for  having  as  really  sunset  hearings  on 
government  for  the  20th  century,  and  that  is  true  of  the  entire  gov- 
ernment, whether  you  are  talking  about  bureaucracies  and  depart- 
ments created  during  the  1920's  or  social  programs  during  the 
1960's  or  whether  those  departments  would  have  been  established 
during  the  1930's  or  1940's. 

What  is  absolutely  clear  is  that  government  is  too  big  and  too 
clumsy  and  it  is  not  performing  too  well,  and  if  there  is  one  feeling 
out  there  that  people  have  and  they  share,  it  is  that  they  don't  get 
enough  for  their  tax  dollars  or  tax  dollars  ought  to  be  caught  be- 
cause they  are  being  wasted. 

Government  must  be  restructured  for  better  performance  and  for 
lower  costs.  Recent  efforts  to  restructure  the  government  were 
started  by  Ronald  Reagan  in  his  new  federalism  program  and  then 
they  were  later  abandoned,  and  then  President  Clinton  has  been 
talking  about  reinventing  government.  So,  in  my  view,  I  think  this 
shows  that  both  sides  of  the  aisle  have  much  in  common,  certainly 
a  common  goal. 

However,  when  it  comes  to  the  National  Performance  Review, 
you  can  say  that  it  can  be  much  more  ambitious.  For  starters,  NPR 
needs  to  ask  bolder  questions,  and  these  aren't  questions  to  you; 
they  are  generic.  As  of  now,  it  seems  that  NPR  simply  has  asked 
how  we  c£m  do  things  more  efficiently.  Clearly,  efficiency,  although 
desirable,  is  not  at  the  heart  of  the  government's  problems.  I  think 
effectiveness  is.  Efficiency  is  getting  the  job  done  right.  I  describe 
effectiveness  as  getting  the  right  job  done. 

Hopefully,  we  are  here  today  to  ask  what  is  the  right  job  for  gov- 
ernment to  do.  We  determine  that,  I  think,  by  asking  what  should 
government  do  and  what  shouldn't  government  do,  and  even  more 
on  point,  in  my  view,  is  determining  what  is  it  government  can  do 
and  can't  do. 

The  problem  with  only  answering  what  should  or  shouldn't  be 
done  is  that  everyone  here  has  different  ideas  on  that.  It  is  hard 
to  reach  a  consensus  on  that  point,  but  certainly  objective  data 
ought  to  be  available  for  what  government  can  and  can't  do.  Once 
these  questions  are  answered,  the  next  question  is  what  level  of 
government  should  things  be  done  at,  and  for  those  things  that 
government  should  do  or  can  do,  can  government  somehow  find  out 
a  way  to  do  them. 

As  I  said,  we  have  been  talking  a  little  bit  in  the  abstract,  so  I 
would  like  to  focus,  if  I  could,  and  start  with  a  premise  of  mine 
that  every  institution  in  the  country  should  encourage  and  promote 
volunteerism.  The  Federal  Government  is  certainly  one  of  those  in- 
stitutions that  should  encourage  volunteerism  and  national  service. 
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The  Administration's  proposal  to  this  end  was,  as  you  know,  the 
creation  of  Americorps. 

For  several  months  now,  I  have  been  closely  examining  the 
Americorps  Program  and  the  General  Accounting  Office  is  now 
doing  a  bipartisan  review  at  the  request  of  Senator  Mikulski  and 
myself.  My  findings  have  already  shown  that  as  a  vehicle  to  pro- 
mote volunteerism,  Americorps  has  serious  flaws.  Americorps  is 
quickly  establishing  a  new  bureaucracy  at  the  Federal,  State,  and 
local  levels.  In  addition,  Americorps  continues  many  of  the  worst 
elements  of  the  failed  Great  Society  Programs,  and  I  think  the 
greatest  is  a  top-down  decisionmaking  by  bureaucrats  in  Washing- 
ton deciding  what  local  initiatives  are  worthy.  These  concerns 
aside,  Americorps  is  also  becoming  very  costly,  and  given  our  goal 
of  reducing  the  deficit,  we  must  look  at  how  best  to  spend  the  tax- 
payers' money  wisely  and  efficiently. 

I  hope  you  can  see  that  when  we  have  programs  through  the 
EPA  and  Americorps  that  cost  $42,000  per  participant  that  you 
could  use  that  money,  if  you  are  talking  about  educational  goals, 
to  provide  28  young  people  Pell  grants.  Clearly,  we  need  to  review 
the  Americorps  Program. 

So  I  would  ask  your  opinion.  Do  you  believe  that  promoting  na- 
tional service  and  volunteerism  should  be  a  goal  of  the  Federal 
Government,  and  what  suggestions  do  you  have  to  reinvent 
Americorps  to  be  more  cost  effective  and  still  promote  local  leader- 
ship? 

Mr.  FOSLER.  I  think  the  questions,  Senator,  that  you  posed  in 
your  statement  are  precisely  the  right  questions.  In  my  written  tes- 
timony one  of  the  things  that  I  note  is  that  in  asking  what  is  the 
public  purpose,  and  which  sector  ought  to  be  principally  responsible 
for  it,  we  should  start  by  asking  what  can  the  civic  sector  do  di- 
rectly without  any  government  involvement  whatsoever. 

We  are  seeing  a  renewal  of  interestin  civil  society,  and  a  concern 
about  the  possibility  that  we  are  losing  the  capacity  we  once  had 
to  depend  on  associations  totally  outside  of  government  to  do  a  lot 
of  things  that  are  public  purposes  that  don't  necessarily  require 
government  involvement.  We  think  that  ought  to  be  the  first  step 
before  even  asking:  is  there  a  government  role?  What  can  people 
themselves,  the  civic  sector,  as  well  as  the  market  economy,  do  on 
their  own? 

Then  the  question  arises,  to  what  extent  can  the  Federal  Govern- 
ment help  to  promote  that  civic  sector.  The  first  thing  that  it  can 
do  is  to  be  sure  that  it  is  not  getting  in  the  way,  and  in  many  cases 
where  actions  are  taken  by  government  it  is  possible  that  it  can  ac- 
tually supplant  what  it  is  that  a  voluntary  organization  might  do. 

We  have  not  looked  specifically  at  Americorps  as  we  have  at 
some  of  these  other  agencies  that  I  mentioned,  like  HUD,  like 
FEMA,  and  we  are  examining  EPA  at  the  present  time.  Without 
having  looked  specifically  at  it,  I  am  not  in  a  position  to  say  what 
the  problem  is  or  what  ought  to  be  done  about  it. 

I  can  say  this.  To  the  extent  that  there  is  an  expectation  that 
this  was  going  to  be  some  kind  of  a  corporate  form  of  organization 
which  would  be  non-bureaucratic,  it  is  not  clear  to  me  on  first 
glance  and  without  having  looked  at  it  carefully  that  this  really  is 
the  kind  of  corporation  of  the  sort  that  we  have  recommended  for 
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agencies  like  the  Federal  Housing  Administration,  the  Bonneville 
Power  Administration,  the  Naval  Petroleum  Reserve,  and  others. 
If,  in  fact,  a  government  corporation  is  going  to  be  established,  it 
ought  to  be  done  well  and  only  for  the  appropriate  kind  of  activity, 
specifically  one  that  generates  a  self  sustaining  revenue  base.  It 
ought  to  be  done  carefully.  It  should  be  done  effectively,  and  not 
just  called  a  "corporation". 

Senator  Grassley.  Thank  you,  Mr.  Chairman. 

Senator  Frist.  Thank  you. 

Senator  Abraham? 

Senator  Abraham.  Thank  you  very  much,  Mr.  Chairman.  I  will 
submit  to  the  committee  a  fuller  statement. 

[The  prepared  statement  of  Senator  Abraham  follows:] 

Opening  Statement  of  Senator  Spencer  Abraham 

Thank  you  Mr.  Chairman.  As  I  mentioned  at  the  hearing  we  had  earlier  this 
week,  I  strongly  believe  that  one  of  the  guiding  principles  for  our  deliberations  on 
the  budget  resolution  and  for  "Governing  in  the  21st  Century"  should  be  federalism. 

To  the  greatest  extent  possible,  we  ought  to  return  government  to  our  States  and 
our  people.  As  Bill  Bennett  put,  we  ought  to  support  a  "radical  devolution"  of  Fed- 
eral Government  programs  and  responsibilities. 

We  ought  to  examine  each  and  every  Federal  spending  program,  and  ask  our- 
selves whether  or  not  State  and  local  governments  are  better  equipped  to  carry 
them  out.  In  most  cases,  the  answer  is  a  resounding  "yes,"  particularly  in  the  areas 
of  education,  welfare,  and  economic  development.  We  can  bring  government  back  to 
the  States  through  block  grants,  program  consolidations,  and  increased  regulatory 
flexibility. 

But  as  we  will  find  out  during  the  course  of  this  hearing  today,  there  are  hun- 
dreds of  government  programs  that  probably  shouldn't  be  existing  at  all  because 
they  are  provided  by  another  government  agency,  no  longer  justified  in  an  era  of 
competing  needs,  or  could  be  better  carried  out  by  the  individual,  businesses,  or 
charitable  organizations. 

In  a  recent  analysis  of  130  independent  government  agencies,  the  Heritage  Foun- 
dation found  that  at  least  40  should  be  terminated,  consolidated,  or  transferred  to 
other  agencies. 

Here  are  some  examples:  If  the  Department  of  State  and  Defense  are  fulfilling 
their  costly  functions,  why  is  the  government  spending  millions  of  dollars  on  the  In- 
stitute of  Peace,  the  North-South  Center,  or  the  Japan-United  States  Friendship 
Commission? 

Does  the  President  reallv  need  a  Commission  on  Fine  Arts,  spending  a  half-mil- 
lion dollars  per  year  in  salaries  and  renting  premium  office  space  at  $144,000  per 
year,  to  advise  him  and  Members  of  Congress  on  matters  of  architecture,  painting, 
and  sculpture? 

Why  do  we  need  to  spend  $1  million  on  something  called  the  Office  of  Nuclear 
Waste  Negotiator — a  program  directed  to  attempt  to  find  an  Indian  Tribe  willing  to 
host  a  nuclear  waste  site — when  we  have  the  Nuclear  Regulatory  Commission,  the 
Department  of  Energy  or  the  EPA? 

Although  $10.6  billion  may  be  a  drop  in  the  bucket  to  some  people  in  Washington, 
it  is  real  money  to  the  people  of  my  home  State  in  Michigan. 

Mr.  Chairman,  I  think  hearings  like  these  are  vital  because  they  will  educate  the 
people  about  the  some  of  the  real  waste,  inefficiency,  and  duplication  that  goes  on 
in  the  Federal  budget. 

Senator  ABRAHAM.  I  would  just  start  by  saying  that  I  think  the 
Chairman  of  the  committee  should  get  a  lot  of  credit  for  holding 
these  hearings.  I  think  that  during  the  course  of  my  campaign  and 
in  the  few  weeks  that  I  have  been  here,  there  has  been  an  ongoing 
sort  of  debate,  I  guess,  between  those  of  us  who  said  that  govern- 
ment needs  to  be  made  leaner  and  smarter  and  smaller,  and  people 
^vho  say  that  is  just  more  political  double-talk,  you  hear  it  all  the 
time,  there  really  isn't  a  lot  of  room  for  trimming  down  the  size  of 
government.  I  think  the  way  we  are  headed  in  these  hearings  will 
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finally  demonstrate  rather  conclusively  not  only  that  there  is  the 
need  for  it,  but  that  there  are  some  very  concrete  opportunities  to 
do  so  in  ways  that  are  productive,  not  undermining  of  the  system. 

I  just  have  one  question,  Mr.  Fosler.  You  indicated  earlier  that 
you  were  concerned  about  the  resistance  to  the  kinds  of  structural 
changes  that  you  are  talking  about.  Could  you  just  expand  a  little 
bit  on  that  as  to  the  direction  from  which  you  envision  this  resist- 
ance coming  and  how  we  might  anticipate  the  debate  shaping  up 
as  we  move  forward? 

Mr.  Fosler.  There  are  several  kinds  of  resistance.  One  is  just 
the  inertia  of  the  organization  of  the  bureaucracy  itself.  It  can  be 
very  difficult  for  people  in  the  agencies,  even  when  they  want  to, 
to  attempt  to  start  out  on  these  new  directions.  We  are  hopeful 
that  the  National  Performance  Review  at  least  has  attempted  to 
encourage  people  within  the  agencies  to  think  differently,  to  try  in- 
novations, and  we  see  some  evidence  of  that  in  selected  areas. 

Another  problem  is  the  basic  political  problem.  Powerful  special 
interests  have  their  particular  interest  in  a  program,  and  without 
a  clear,  structured  thinking  which  links  the  program  to  a  specific 
public  purpose  which  is  also  a  legitimate  Federal  mission,  and 
without  at  least  a  minimal  base  of  performance  information  where 
you  can  impose  some  kind  of  a  reasoned  debate,  it  is  very  clear 
that  what  has  happened  and  what  otherwise  will  continue  to  hap- 
pen, is  that  the  political  debate  shifts  from  reasoned  discourse  to 
a  kind  of  a  calculus  of  raw  political  power.  Those  are  the  basic 
forces  of  resistance. 

Senator  Abraham.  With  regard  to  the  bureaucratic  inertia,  are 
there  any  recommendations  you  might  have  as  to  how  we  should 
proceed — by  that  I  mean  not  just  this  committee,  but  the  Congress 
should  proceed  to  try  to  change  the  sort  of  mind  set  beyond  the  Na- 
tional Performance  Review?  Are  there  any  specific  recommenda- 
tions based  on  your  experiences  that  we  might  be  considering  from 
perhaps  State  experiences  or  others  that  have  dealt  with  bureauc- 
racies of  significant  size? 

Mr.  Fosler.  Yes;  I  mention  a  number  of  those  in  my  written  tes- 
timony and  we  would  be  happy  to  suggest  some  others  to  you  as 
well.  Our  feeling  is  that  the  major  thing  that  needs  to  be  done,  and 
especially  can  be  done  from  the  perspective  of  the  Budget  Commit- 
tee, is  to  fundamentally  begin  to  reshift  the  budget  process  from  a 
focus  on  the  inputs — the  people  and  the  dollars  and  the  equip- 
ment— to  a  focus  on  the  results.  What  are  the  agencies  trjdng  to 
achieve?  What  does  the  Congress  want  them  to  achieve?  What  kind 
of  information  is  going  to  be  required  to  make  that  sort  of  assess- 
ment? 

To  the  extent  that  you,  the  Budget  Committee,  and  the  Congress 
can  push  agencies  in  the  direction  of  being  very  specific  about  what 
they  are  trying  to  accomplish,  require  them  to  develop  statements 
of  results  and  measures,  and  have  them  come  to  you  with  that  per- 
formance information,  and  then  use  that  information  when  they 
come  before  the  appropriations  and  the  authorizing  committees — 
if  they  think  you  are  serious  about  doing  it  and  using  the  informa- 
tion, they  will  develop  the  information  and  put  it  to  work. 

Senator  Abraham.  Thank  you. 
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Senator  Frist.  Thank  you.  Mr.  Fosler,  thank  you  very  much  for 
being  here  today.  I,  for  one,  as  a  newcomer  to  this  body  look  very 
much  forward  to  using  your  seven  points,  your  seven  principles,  to 
achieving  the  goal  that  we  all  aim  for.  As  you  said  in  your  opening 
statement,  the  ultimate  test  of  any  of  these  changes  is  whether 
they  produce  results  for  the  American  people,  and  we  will  keep 
that  in  mind  as  we  go  through.  Thank  you  very  much  for  being 
with  us  today. 

Mr.  Fosler.  Thank  you,  Mr.  Chairman. 

Senator  Frist.  Our  second  witness  today  is  Martin  L.  Gross.  As 
all  of  you  know,  he  is  the  author  of  two  books  very  well  received 
around  the  country  and  quoted  a  lot  on  the  campaign  trail  by  many 
of  us  over  the  past  year.  Those  books  are  The  Government  Racket: 
Washington  Waste  from  A  to  Z,  and  A  Call  for  Revolution:  How 
Washington  is  Strangling  America  and  How  to  Stop  It.  He  has  pre- 
viously testified  before  the  Senate  Governmental  Affairs  Committee 
and  before  the  House  A  to  Z  Committee  in  August  of  last  year,  both 
on  the  topic  of  waste  in  government  today  and  the  need  to  cut  the 
budget. 

Welcome,  Mr.  Gross. 

STATEMENT  OF  MARTIN  L.  GROSS,  AUTHOR 

Mr.  Gross.  Thank  you.  Gentlemen,  I  hope  that  you  will  forgive 
me  for  not  being  too  academic.  I  have  taught  college  social  science, 
but  today  I  am  going  to  be  an  author  and  a  journalist  and  a  citizen. 

The  Federal  Government  is  not  equipped  to  govern  this  Nation 
in  the  last  quarter  of  the  20th  century,  let  alone  the  21st  century. 
Now,  it  is  chaos;  in  the  21st  century,  it  will  be  a  disaster  unless 
some  revolutionary  thought  enters  the  process.  It  is  not  just  the 
question  of  making  the  government  more  efficient,  but  it  is  a  ques- 
tion of  looking  at  the  government,  which  I  have  done  now  for  40 
years  since  I  came  to  cover  Washington. 

What  I  hope  to  do  in  these  few  minutes  is,  number  one,  change 
the  Cabinet  system  by  eliminating  certain  Cabinet  departments, 
fusing  others;  reducing  the  personnel  of  the  Federal  Government 
by  30  or  35  percent;  changing  the  welfare  system;  making  social  se- 
curity independent;  eliminating  about  15  agencies;  and  showing 
how  20  or  30  activities  of  the  Federal  Government  are  counter-con- 
structive and  debilitating  on  the  Nation.  That  is  a  large  task,  but 
I  think  if  the  Senate  and  the  House  do  not  adopt  a  revolutionary 
mind  set,  all  will  be  lost. 

America  right  now,  £uid  government,  is  very  much  like  IBM  be- 
fore Mr.  G^rsner  took  over.  They  were  making  large  main  frames 
and  these  little  companies  were  selling  work  stations,  and  in  IV2 
years  Mr.  Gersner  has  turned  the  corporation  around,  and  that  is 
your  opportunity. 

Now,  I  would  like  to  start  with  entitlements.  First,  we  speak 
about  them  falsely.  There  are  16  entitlements  and  they  include 
Federal  pensions;  they  include  agricultural  subsidies;  they  include 
defaulted  loans,  like  the  Export-Import  Bank,  one  of  our  most  ri- 
diculous agencies;  they  include  student  loan  defaults;  and  they  also 
include  medicare,  medicaid,  and  social  security. 

Now,  those  three  large  entitlements  cost  a  great  deal  of  money, 
but  they  have  to  be  separated  in  your  mind.  Social  security  is  cov- 
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ered  by  the  FICA  taxes.  Not  only  is  it  self- supporting,  but  each 
year  the  Social  Security  Fund  brings  an  enormous  surplus,  which 
is  then  borrowed — I  prefer  the  word  "stolen" — by  the  Federal  Gov- 
ernment. I  say  "stolen"  because  the  money  is  converted  into  Treas- 
ury bonds  which  are  presently  worthless,  despite  the  full  faith  and 
credit  of  the  U.S.  Government,  and  because  they  are  part  of  the 
$4.6  trillion  debt  and  no  sane  American  thinks  we  are  going  to 
repay  that  debt. 

So  what  happens?  In  1983,  we  raised  social  security  taxes  to  cre- 
ate a  $2  trillion  surplus  to  the  year  2025  when  the  baby-boomers 
wanted  to  collect.  We  take  that  money  each  year  and  use  it  for  wel- 
fare, for  the  Defense  Department,  for  Federal  salaries.  This  year, 
we  are  going  to  take,  between  medicare  and  social  security,  about 
$75  billion  and  we  are  putting  it  into  a  worthless  Treasury  bond. 

What  will  happen  in  2025?  To  redeem  those  bonds  and  make  the 
Social  Security  Fund,  which,  of  course,  is  only  a  bookkeeping  item, 
solvent,  we  are  going  to  have  to  increase  the  FICA  taxes  from  15 
to  20  or  22  percent,  and  we  are  going  to  have  to  go  into  the  market 
and  borrow  money,  doubling  the  deficit.  So  we  are  headed  for  disas- 
ter in  that  area. 

Now,  how  do  we  correct  it?  Very  simple.  We  start  a  program  to 
pay  back  the  $500  billion  that  we  have  borrowed  or  stolen  for  a  pe- 
riod of  20  years.  We  separate  social  security  away  from  the  United 
States  Government  so  there  is  no  more  conversation  about  cutting 
it  or  not  cutting  it,  which  is  a  political  football.  Instead,  we  set  it 
up  as  the  Federal  Reserve  is  set  up,  as  an  independent  agency, 
quasi-public,  with  a  head  governing  board  named  by  the  President, 
confirmed  by  Congress,  and  that  group  will  invest  the  money. 
Rather  than  have  the  surplus  stolen,  if  the  surplus  is  invested  in 
negotiable  Federal  bonds,  in  Sallie  Mae,  Freddie  Mac,  Ginnie  Mae, 
et  cetera,  rather  than  have  zero  as  I  now  project  for  the  year  2025, 
you  are  going  to  have  more  than  $2  trillion. 

Then,  gradually,  that  independent  social  security  group,  now  not 
only  off-budget  but  off  governing,  can  then  start  an  individualiza- 
tion plan  as  little  Chile  does.  Little  Chile  now  made  13  percent  last 
year  on  social  security;  we  lost  19  percent.  The  individualization 
plan  means  that  the  employer's  money  and  your  money  goes  into 
a  secure  bank  account  which  is  guaranteed  by  the  Federal  Govern- 
ment and  you  can  invest  it  in  certain  guidelines.  Then  probably 
each  American  in  2025  will  retire  with  approximately  $1  million  in 
today's  real  money. 

Now,  social  security  is  not  a  problem  unless  we  continue  our 
present  method,  and  we  can't  confuse  it  with  entitlements  such  as 
medicaid  or  welfare.  Now,  welfare  is  an  unknown  subject  in  the 
American  Government.  I  asked  Congressmen,  journalists — I  was 
just  on  "CBS  This  Morning,"  and  they  have  a  confused  idea.  They 
think  that  AFDC  is  the  Umit  of  American  welfare.  AFDC  is  $25  bil- 
lion. 

Well,  there  is  a  document  that  three  people  in  America,  I  believe, 
have  read — Ms.  V.  Burke  of  the  Congressional  Research  Service, 
who  wrote  it;  the  lady  who  typed  it;  and  myself.  I  discussed  this 
at  the  House  A  to  Z  Committee  and  none  of  the  Congressmen  had 
heard  of  it.  All  it  is  is  a  simple  catalog  of  every  welfare  program 
in  America  identified  by  the  CRS  as  welfare,  and  the  amount  of 


123 

money  in  fiscal  1992  was  $289  billion,  82  programs  in  6  different 
agencies,  each  having  its  own  desires  and  its  own  goals. 

Now,  I  am  old  enough  to  remember  the  Depression,  and  I  re- 
member it  because  my  father  was  on  WPA.  At  the  time,  there  was 
only  one  welfare  program.  You  had  the  blind  and  disabled  and  wid- 
ows AFDC,  and  you  had  Home  Relief.  Now,  Home  Relief  was  a 
simple  check.  It  wasn't  a  housing  program,  a  food  program,  a  suste- 
nance program,  a  cash  program,  an  education  program,  a  migrant 
education  program,  none  of  the  82.  It  was  a  simple  check  that  you 
got  from  which  you  paid  your  own  rent,  bought  your  own  food,  and 
suffered.  We  got  $15  a  week,  which  meant  that  we  ate  mostly  pota- 
toes and  milk. 

Now,  that  was  closed  because  Franklin  Roosevelt  saw  the  debili- 
tating effect  of  no  work  upon  the  Nation,  and  what  was  substituted 
was  the  WPA,  Works  Progress  Administration,  where  you  showed 
up  the  next  morning  and  you  worked,  and  you  got  $21,  $22,  $23 
a  week  so  you  could  live  better. 

Now,  this  $289  billion  that  Ms.  Burke  talks  about  in  her  catalog 
is  now,  as  we  talk,  $409  billion,  and  that  is  conservative  because 
she  says  it  goes  up  16  percent  a  year  from  1991  to  1992.  I  have 
only  added  12  percent.  Those  programs  include  medicaid,  they  in- 
clude Pell  grants,  they  include  migrant  workers  aid,  they  include 
every  aspect  of  our  society — Section  8  housing. 

Section  8  housing  is  an  interesting  thing  because  in  my  town  we 
pay  $1,700  rent  for  a  welfare  family.  It  is  the  fair  market  price  in 
the  town.  My  town  in  Connecticut  happens  to  be  very  wealthy,  very 
affluent,  but  we  shouldn't  pay  the  fair  market  price  of  my  town  for 
a  welfare  family.  It  makes  no  sense.  That  is  $20,000  a  year  just 
in  rent.  So  when  we  talk  fair  market  price,  we  need  a  max.  But 
more  important  is  the  goal.  The  elimination  of  all  welfare  in  the 
United  States,  except  for  the  blind  and  disabled,  should  be  an  im- 
mediate goal,  not  something  for  the  year  2015,  but  a  goal  for  the 
next  2  years. 

The  President's  plan  is  ridiculous.  All  of  the  plans  I  have  heard 
so  far  for  welfare  reform  are  childish  because  when  you  offer  a 
check  to  a  young  woman  to  become  pregnant  and  have  a  child, 
nothing  that  you  devise — education,  training,  godliness — is  going  to 
compete  with  that  check.  The  result  of  that  check  is  that  illegit- 
imacy in  the  Afro-American  community  went  from  19  percent  after 
World  War  II  to  67  percent  today,  and  among  welfare  families  it 
is  91  percent.  You  are  not  going  to  compete  with  that  by  any  pro- 
gram, except  work. 

Now,  how  do  we  handle  work?  Very  simple — day  care  centers 
built  by  the  new  WPA  in  sample  cities  and  eventually  around  the 
country,  and  full  opportunity  to  work  at  probably  a  $16,000  wage, 
including  health  insurance  of  $4,000,  cutting  the  medicaid  costs 
way  down.  In  the  State  of  Connecticut,  we  pay  $11,000  a  family  for 
medicaid,  not  counting  the  aged.  You  can  buy  an  HMO  for  $4,500. 

So  every  aspect  of  our  welfare  program,  whether  medicaid,  which 
is  40  percent  higher  than  it  should  be,  or  AFDC,  or  even  the  Pell 
grant — we  assume  that  we  should  give  cash  to  students  to  go  to 
college  if  they  are  poor.  If  they  are  $1  over  the  Pell  limit,  they  bor- 
row. I  can't  see  the  difference  between  a  poor  child  graduating  from 
the  University  of  Michigan  or  a  middle-class  child  graduating  from 
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the  University  of  Michigan  because  they  are  going  to  earn  the  same 
amount  of  money  the  following  year. 

So  all  Pell  grants  should  be  eliminated,  saving  $7  billion,  and  in- 
stead you  can  extend  the  loan  program,  because  right  now  if  you 
earn  $60,000,  $65,000  as  a  family  in  the  Northeast,  which  is  not 
a  lot  of  money,  you  can't  get  a  decent  student  loan.  So  we  should 
do  what  Harry  Truman  did — no  means  test.  Means-testing  is  de- 
stroying the  United  States,  setting  up  class  warfare,  racial  warfare, 
every  t5T)e  of  warfare. 

Now,  in  order  to  think  this  through,  you  have  to  decide  your 
goals.  Since  welfare  creates  illegitimacy  and  you  don't  want  illegit- 
imacy, you  must  have  work,  so  you  have  to  get  through  the  whole 
welfare.  Of  the  82  programs,  the  only  ones  that  should  be  retained 
are  blind  and  disabled,  unemployment  insurance,  and  direct  work 
welfare — disabled,  work,  and  unemployment  insurance,  three  pro- 
grams. 

Senator  Frist.  Mr.  Gross,  let  me  just  interrupt  because  they  just 
notified  us  that  we  are  going  to  need  to  be  voting  at  about  11:30. 
What  I  would  like  to  do  is  if  you  could  summarize 

Mr.  Gross.  I  will  summarize  very  quickly. 

Senator  Frist.  Then  I  am  going  to  ask  the  other  two  witnesses 
to  testify  right  after  that  and  then  we  will  open  it  to  questions  so 
we  can  all  talk. 

Mr.  Gross.  In  overlap  and  duplication,  10  agencies  handle  ecol- 
ogy, 12  handle  the  Indians,  12  handle  education,  14  handle  job 
training — 154  job  training  programs,  which  is  utterly  ridiculous. 
Germany  has  two,  one  for  adults,  one  for  apprentice  teenagers,  and 
it  works  magnificently.  We  have  5  agencies  handling  wetlands.  We 
need  to  use  a  computer.  Maybe  we  can  borrow  a  college  hacker, 
some  kid  who  could  put  this  into  his  computer,  and  have  one  mis- 
sion and  one  agency,  saving  multi-billions. 

The  Department  of  Agriculture  is  a  dinosaur.  We  have  more  peo- 
ple in  the  computer  industry  than  in  agriculture.  We  need  to  close 
the  Department  of  Agriculture  over  a  period  of  4  years.  First,  elimi- 
nate the  subsidies,  close  the  department,  retaining  only  one  service 
which  is  valuable,  the  agricultural  services  at  the  land  grant  col- 
leges which  costs  almost  nothing.  There  is  absolutely  no  reason  for 
a  Department  of  Agriculture. 

We  have  12,000  offices.  Mr.  Gore,  in  his  infinite  wisdom,  is  clos- 
ing 1,200.  We  could  close  7,000  tomorrow  and  no  farmer  would 
miss  it.  The  typical  Aggie  graduate  farmer  is  more  knowledgeable 
than  the  county  agent  in  his  community.  We  have  to  merge  the  De- 
partment of  Labor  and  the  Department  of  Commerce,  and  add  Ag- 
riculture as  an  addenda. 

The  Department  of  the  Interior  should  be  fused  with  Energy  and 
with  the  Forest  Service  out  of  Agriculture  into  a  Department  of 
Natural  Resources.  The  Department  of  Transportation  should  be 
broken  up,  FAA,  FHA,  and  close  the  department.  The  EPA  should 
not  be  given  Cabinet  status.  HUD  will  lose  its  meaning  when  we 
have  a  work  program  where  people  will  get  a  decent  wage  provided 
by  the  government  or  by  private  industry  and  government,  with  a 
snared  burden,  as  Harry  Trumein  did  under  the  GI  bill.  My  first 
job  as  a  reporter — the  publisher  paid  me  $25  and  the  GI  bill  paid 
$25,  and  I  trained  on  the  job. 
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Basically,  I  just  want  to  leave  you  with  the  thought  that  we  are 
not  equipped  for  anything  resembling  government  in  the  21st  cen- 
tury. We  need  to  eliminate  30  percent  of  the  personnel  of  the  Unit- 
ed States  Government  through  attrition.  Seven  percent  die,  retire, 
or  leave  each  year.  Even  hiring  back  20  percent  in  7  years,  we  will 
have  lost  a  third  of  the  personnel.  Each  member  of  this  organiza- 
tion costs  the  United  States  Government  in  cash,  including  mes- 
sengers, $80,000  a  year.  That  is  cash,  plus  $540  billion  in  unfunded 
pensions  which  we  swept  under  the  rug.  This  is  not  military,  this 
is  civilian. 

So  I  leave  you  with  the  thought  that  nothing  that  we  do,  except 
for  our  military,  operates  properly  in  this  country,  and  you  have  to 
take  a  zero-based  look  at  everything  and  close  three  or  four  Cabi- 
net agencies.  My  last  thought  is — and  I  will  just  read  off  for  you 
some  sub-agencies  that  need  to  be  closed,  with  absolutely  no  dam- 
age to  America.  They  include  the  REA,  Interstate  Commerce  Com- 
mission, Economic  Development  Agency,  Community  Development 
Block  Grant — in  my  town,  the  money  goes  to  the  United  Way  orga- 
nizations— Essential  Air,  Appalachian  Regional  Commission,  the 
Helium  Reserve,  the  Government  Printing  Office,  the  Export-Im- 
port Bank.  I  just  received  their  annual  report.  We  loaned  out  $15 
billion  last  year  and  the  report  says  we  expect  a  loss  of  40  percent 
on  the  money.  That  means  the  taxpayers  are  paying  for  the  profit 
of  the  corporations  who  sell  overseas,  and  we  loan  the  overseas  peo- 
ple money  and  we  lose  40  percent.  It  used  to  be  60  percent. 

The  Small  Business  Administration  is  a  dinosaur.  They  give 
loans  to  23,000  each  year — meaningless.  The  average  person  who 
gets  a  loan  does  $1  million  in  business.  We  don't  need  the  Small 
Business  Administration.  We  don't  need  VISTA,  we  don't  need 
Americorps,  and  I  won't  go  on,  et  cetera,  et  cetera,  but  just  to  say 
that  as  a  citizen  I  am  highly  disappointed  in  a  government  which 
was  the  greatest  in  the  world.  It  is  still  the  greatest  country  in  the 
world,  and  undeniably  the  worst  Federal  Government  in  the  West- 
em  democratic  world. 

Thank  you. 

Senator  Frist.  Thank  you  very  much,  Mr.  Gross,  and  I  appre- 
ciate your  understanding. 

[The  prepared  statement  of  Mr.  Gross  follows:] 

Summary  of  Statement  by  Martin  L.  Gross 

I  am  the  author  of  two  books  on  the  government:  The  Government  Racket:  Wash- 
ington Waste  From  A  to  Z  and  A  Call  for  Revolution:  How  Washington  is  Strangling 
America,  both  New  York  Times  bestsellers.  I  previously  testified  before  the  Senate 
Governmental  Affairs  Committee  in  April  1993,  and  before  the  House  A  to  Z  Com- 
mittee in  August  1994,  both  times  on  the  subject  of  waste  in  government,  and  the 
need  to  cut  the  budget. 

The  Federal  Government  of  the  United  States,  and  its  satellites,  the  States  and 
cities,  are  not  equipped  to  govern  in  this  quarter  of  the  20th  century — let  alone  han- 
dle the  pressing  problems  of  the  Nation  in  the  21st  century.  In  fact,  if  we  continue 
our  present  policies,  in  25  years,  we  will  not  have  a  Nation  we  recognize  as  the 
United  States  of  America. 

The  debate  has  begun,  which  is  all  to  the  good.  Thus  far  the  solutions  advocated 
are  not  up  to  the  goal.  Neither  minor  cuts  in  the  budget,  or  inadequate  schemes 
for  reform  such  as  the  Vice  President's  "National  Performance  Review"  face  the  true 
need  for  massive  reorganization. 

Surprisingly,  the  solutions  and  reforms  are  readily  at  hand,  but  I  believe  there 
is  a  mental  block  among  politicians,  based  on  tradition,  to  implement  what  many 
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of  them  know  has  to  be  done.  The  public,  despite  all  polls,  is  willing  to  proceed.  All 
they  need  is  the  intelligence  and  will  of  their  leaders. 

I  have  broken  my  remarks  up  into  several  categories,  beginning  with  that  fright- 
ening word  "Entitlements." 

ENTITLEMENTS 

Everyone  knows  they  must  be  curtailed,  but  the  problem  is  that  few  know  what 
they  are.  There  are  16  items  catalogued  as  entitlements,  which  merely  means  that 
the  appropriations  are  automatic  and  need  not  be  voted  on  separately  in  the  budget 
debate. 

They  include  such  diverse  items  as  medicaid,  farm  subsidies,  Federal  employee 

gensions,  default  on  government  guaranteed  loans,  including  the  Export-Import 
lank,  student  loan  defaults,  etc.  As  we'll  see,  many  of  these  can  be  eliminated  and 
others  substantially  curtailed. 

SOCIAL  SECURITY  AND  MEDICARE 

Two  of  the  largest  entitlements,  social  security  and  medicare,  are  constantly 
under  a  cloud  of  threats  to  cut  them,  or  promises  not  to.  The  reality  is  that  these 
two  are  quite  different  from  the  others  (the  well-known  apples  and  oranges)  in  that 
they  are  fully-funded  from  a  separate  FICA  tax.  In  fact,  these  two  "entitlements" 
produce  a  surplus  each  year,  which  is  taken  from  the  funds  to  run  the  general  gov- 
ernment. 

That  surplus,  which  runs  from  15  percent  to  20  percent  of  the  "contributions"  an- 
nually, is  'T)orrowed"  from  the  "trust  fund"  and  now  totals  some  $500  billion.  One 
of  the  uses  of  this  money  is  to  mask  the  true  deficit  of  the  government,  which  is 
actually  $100  billion  more  than  publicly  stated  by  0MB.  That  money  is  the  interest 
on  the  $1.5  trillion  borrowed  by  the  Treasury  from  social  security  and  other  "trust 
funds,"  and  are  part  of  the  $4.6  trillion  debt. 

That  money  cannot  be  repaid  in  the  foreseeable  future.  When  the  baby  boomers 
are  ready  to  retire,  some  $2  trillion  will  have  been  taken  from  the  fund  and  will 
have  to  be  raised  by  appreciably  increasing  the  FICA  tax  or  borrowing  money  on 
the  outside,  therefore  raising  the  deficit  enormously. 

What  to  do?  Simple. 

Social  security  and  medicare  should  be  broken  away  from  the  government,  and 
set  up — as  the  Federal  Reserve  now  is — as  a  quasi-public  organization  with  a  Board 
of  Governors  named  by  the  President  and  confinnecf  by  Congress. 

(1)  The  government  will  be  prohibited  from  borrowing  from  the  fund. 

(2)  The  $500  billion  owed  the  two  funds  will  be  paid  back  over  a  period  of  20 
years. 

(3)  The  current  surpluses  will  be  invested  in  negotiable  Treasury  bonds,  which  the 
funds  can  buy  and  sell  at  will. 

(4)  The  surpluses  will  also  be  invested  in  securities  implicitly  guaranteed  by  the 
government  as  Ginnie  Mae  and  Freddie  Mac. 

(5)  Over  25  years,  instead  of  there  being  "0"  cash  in  the  fund,  there  will  be  tril- 
lions for  the  baby  boomers. 

(6)  Little  by  little,  as  present  retirees  die,  the  fund  will  be  switched  to  an  "Individ- 
ual Account"  which  will  reside  in  participants  own  bank,  much  as  the  Keogh  or  IRA 
now  is,  and  invested  under  strict  guidelines  until  retirement.  Benefits  should  be 
larger  than  those  of  today. 

(7)  The  Board,  not  the  government,  will  determine  retirement  age,  pension  levels, 
etc. 

All  of  this  will  benefit  the  program  and  remove  social  security  and  medicare  from 
the  pitiful  political  arguments  over  cutting  it  or  not  cutting  it. 

MEDICAID 

This  well  intentioned  program  is  a  disaster.  The  costs  are  30-40  percent  too  high, 
the  abuse  is  enormous,  the  theft  by  providers  is  monumental. 
The  reform  in  this  program  shoula  be  as  follows: 

(1)  All  monies  should  be  granted  to  the  States,  who  should  administer  the  pro- 
gram of  medical  care  for  the  poor  with  a  minimum  of  Federal  guidelines,  most  of 
which  raise  the  cost  enormously.  (In  Connecticut,  the  State  must  pay  up  to  90  per- 
cent of  the  usual  fee  of  an  obstetrical  specialist  to  deliver  the  child  of  a  welfare 
mother.  In  New  Hampshire,  one  county  was  required  to  spend  $58,000  a  year  to 
transport  one  patient  to  the  doctor.) 

(2)  All  recipients  should  immediately  be  enrolled  in  competitive-bidded  HMOs, 
which  will  reduce  the  cost  by  15-20  percent. 
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(3)  The  present  policy  of  medicaid  patients  using  the  emergency  room  as  their 
family  doctor  should  be  stopped.  That  practice  increases  a  $25  bill  to  $250  on  many 
occasions,  helping  hospitals  to  over-expand  with  35  percent  bed  vacancies,  some 
three  times  as  much  as  in  Europe. 

(4)  The  dental  services  now  available  (not  available  on  paid-for  medicare)  should 
be  cut  back  enormously. 

(5)  Fraud  by  doctors  and  hospitals  is  enormous. 

(6)  Nursing  home  regulations  set  up  for  medicaid  aged  patients  should  be  relaxed. 
Presently,  they  are  medical-oriented,  which  is  often  not  necessary. 

(7)  Home  care  for  aged,  which  costs  less  than  half  that  of  nursing  homes,  should 
be  encouraged,  perhaps  sometimes  mandated,  by  the  States. 

(8)  The  Federal  grants  should  be  in  a  block,  and  cut  15  percent,  after  which  the 
States  can  develop  their  own  programs  and  eligibility. 

Some  of  the  other  entitlements  will  be  dealt  with  in  their  own  sections. 

OVERLAP  AND  DUPLICATION 

In  the  chaotic  present  Federal  Government,  each  agency  tries  to  be  everything  to 
everyone,  a  practice  that  wastes  billions,  destroys  efficiency  and  must  be  changed. 
ONE  MISSION,  ONE  AGENCY  should  be  our  goal. 

At  present: 

(1)  Ten  agencies  handle  ecology 

(2)  Twelve  agencies  handle  Native  American  aflFairs 

(3)  Twelve  agencies  handle  education 

(4)  Fourteen  agencies  handle  job  training 

(5)  Four  agencies  handle  coastal  waters 

(6)  Three  agencies  handle  infant  mortality 

(7)  Four  agencies  handle  immunization 

(8)  Six  agencies  handle  physical  fitness 

(9)  Five  agencies  handle  wetlands 

So  wasteful  is  this  practice  that  the  Congressional  Budget  Office  estimated  that 
if  just  five  children's  programs  begun  since  1989  were  consolidated,  we  would  save 
$270  million. 

What  to  do? 

Computer  programers  should  catalogue  every  one  of  the  thousands  of  government 
programs,  then  match  them  against  all  the  agencies  to  find  "One  Mission,  One 
Agency,"  in  order  to  eliminate  any  duplication  and  overlap.  (If  we  can  find  good 
enough  computers  and  programmers  in  the  government.  Otherwise,  we  can  farm  out 
this  job  to  college-age  "hackers.") 

WELFARE 

Ask  any  journalist  or  Member  of  Congress  what  this  program  costs  and  you'll  get 
estimates  from  $25  to  $100  billion,  which  is  wishful  thinking. 

The  actual  amount  and  all  the  programs  are  catalogued  in  a  government  docu- 
ment put  out  by  the  Congressional  Research  Service  entitled  Cash  and  Non-Cash 
Benefits  for  People  of  Limited  Income,  authored  by  Vee  Burke.  I  sometimes  believe 
that  only  three  Americans  have  ever  read  it:  Ms.  Burke,  her  typist,  and  myself 

It  is  an  invaluable  document.  The  last  edition,  pubUshed  in  September  1993,  in 
217  pages,  begins: 

"More  than  80  benefit  programs  provide  aid — in  cash  and  noncash  forms — that  is 
directed  primarily  to  persons  with  limited  income.  Such  programs  constitute  the 
public  "welfare"  system  .  .  ." 

In  all  there  are  82  programs  and  they  are  managed  not  by  any  central  source, 
but  bv  six  different  cabinet  agencies:  HHS,  Department  of  Agriculture,  Department 
of  Labor,  Department  of  Energy,  HUD,  and  the  Department  of  Education. 

The  real  cost?  "These  income-tested  benefit  programs  in  fiscal  year  1992  cost 
$289.9  billion:  $207.6  billion  in  Federal  funds  and  $82.3  billion  in  State-local  funds. 
...  15  percent  of  the  fiscal  year  1992  Federal  budget,"  says  Ms.  Burke.  This  percent 
does  not  include  the  State  and  local  expenditures. 

The  report  states  that  this  welfare  spending  rose  16  percent  between  1991  and 
1992.  If  we  cut  that  back  to  just  12  percent  for  fiscal  year  1995  (which  will  end  this 
September  31),  we  arrive  at  the  current  expenditure  of  $409  billion — $294  Federal 
and  $115  State  and  local. 

Equally  important  in  reorganizing  this  governmental  mess  is  that  the  government 
has  no  idea  how  many  unduplicated  cases  of  welfare  there  are  in  America.  Each  of 
the  programs  has  its  own  computer,  and  no  one  can  learn  who  is  on  one,  four,  or 
ten  programs — ranging  from  AFDC  to  medicaid  to  food  stamps  to  migrant  health 
center  to  earned  income  tax  credit  to  adoption  assistance  to  weatherization  home 
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grants  to  welfare  for  Native  Americans  to  the  JOB  Corps  to  housing  subsidies  to 
Child  Development  Associate  Scholarship  Programs  to  Foster  Grandparents. 

The  entire  program  breeds  excess  after  excess.  Witness:  In  Fairfield  County,  CI, 
single  mothers  with  children  live  in  $1700  apartments,  $1500  paid  for  by  welfare. 

What  to  do?  The  first  steps  should  be: 

(1)  All  82  programs  must  be  consolidated  into  a  handful  that  are  manageable  and 
related  to  persons,  not  agencies. 

(2)  The  82  programs  have  to  be  taken  out  of  their  various  agencies  and  put  under 
one  accountable  umbrella:  a  Bureau  of  Public  Assistance,  or  perhaps  even  a  Depart- 
ment of  Welfare. 

(3)  A  central  computer  will  register  who  is  on  what  program,  and  what  benefits 
they  are  receiving. 

(4)  A  maximum  of  public  assistance,  including  all  benefits — perhaps  $12,000  for 
a  single  person  and  $22,000  for  a  family — must  be  established,  and  enforced. 

The  second  steps,  designed  to  curb  the  wanton  out-of-wedlock  births,  which  are 
now  67  percent  on  the  Afro-American  community,  and  approaching  20  percent  in 
the  white  community,  are  perhaps  more  important. 

(1)  Established  day  care  centers  throughout  the  country. 

(2)  Cut  off  all  welfare  programs  except  for  the  blind  and  disabled,  and  for  unem- 
ployment insurance. 

(3)  Reinstitute  the  WPA  (work  programs)  of  FDR. 

(4)  Without  any  further  education  or  job  training — programs  that  have  failed  mis- 
erably— oflFer  government  jobs  to  those  in  need. 

During  the  Great  Depression,  FDR  started  Home  Relief,  which  provided  a  mini- 
mum check  (about  $15  a  week)  for  the  unemployed,  a  program  that  was  debilitating. 
He  substituted  the  WPA  for  millions  of  men,  which  kept  them  busy  in  worthwhile 
programs  (building  post  offices,  dams,  roads)  while  they  earned  a  few  dollars  more, 
and  kept  them  active  until  the  economy  improved  and  the  WPA  was  dropped. 

The  poor  quality  of  life  in  the  Inner  City  requires  not  destructive  welfare,  but 
work.  Men  can  work  at  rebuilding  tenements,  paving  roads,  working  on  highway 
contracts,  etc.  Women  can  work  in  hospitals,  schools,  and  the  new  day  care  centers. 
At  the  present  level,  private  industry  cannot  provide  this  extent  of  work,  and  wel- 
fare is  destroying  botn  our  budget  and  the  goodwill  of  other  Americans.  The  lives 
of  those  on  welfare  are  being  destroyed  through  lack  of  growth  and  assimilation  into 
the  true  nation.  The  checks  and  sustenance  appear  to  be  charitable,  but  they  are 
highly  destructive  to  all  involved — giver  and  recipients. 

America  will  toy  with  welfare  reform  and  get  nowhere  with  the  present  theories. 
Only  work  will  solve  the  problem  and  cut  down  drastically  on  the  number  of  out- 
of-wedlock  births.  A  child  contemplated  by  a  young  woman  without  a  husband  be- 
comes a  burden  if  she  has  to  work.  Without  the  subsidy  from  Uncle  Sam,  many 
young  women  will  forego  children  until  they  can  afford  to  care  for  them. 

As  for  the  other  programs  that  are  not  direct  sustenance,  we  should  drop  most 
of  them  as  we  provide  a  wage  (perhaps  $16,000  in  high-cost  areas,  less  elsewhere) 
plus  medical  insurance  ($4000)  plus  day-care-centers  for  all  who  participate  in  the 
WPA  program. 

The  costs? 

About  $20,000  for  a  family  times  5  million  families  now  on  welfare — a  total  of 
$100  billion,  considerably  less  than  we  are  now  spending. 

There  is,  I  must  affirm,  no  other  way. 

AGRICULTURE 

One  of  the  major  entitlements  are  farm  subsidies,  which  vary  from  $8  to  $15  bil- 
lion a  year. 

This  is  an  anomoly  in  modem  times  as  there  are  only  1  million  farmers,  and  most 
quite  able  to  take  care  of  themselves.  Those  who  can't  manage  should  be  forced  to 
seek  other  work. 

The  Department  of  Agriculture  was  set  up  in  the  1880s  when  the  Nation  was 
heavily  dependent  on  farm  work,  or  industries  associated  with  it.  Now  that  has 
changed,  but  we  still  have  a  dinosaur  government  regulating  and  aiding  it. 

The  answer  is  to  de-invent  the  Department.  The  government  is  closing  1200  of 
the  12,000  field  offices.  We  need  to  close  half  of  them — 6000 — now,  and  develop  a 
program  to  reduce  the  Department  to  a  small  office  that  is  involved  in  only  a  hand- 
ful of  projects,  mainly  agricultural  research,  which  is  well  handled  by  the  Land 
Grant  Colleges. 

We  need  to: 

(1)  Eliminate  the  Extension  Service  (including  2000  home  economists  doing  noth- 
ing, having  eliminated  home  visits  to  farmers'  wives)  except  for  farm  research. 


129 

County  agents  now  also  work  in  the  suburbs.  In  the  farm  areas  they  usually  know 
less  than  aggie-trained  farmers.  Modem  communications  make  this  obsolete,  and 
most  farmers  go  directly  to  aggie  schools  for  information. 

(2)  Eliminate  all  farm  subsidies. 

(3)  Close  the  Farmers  Home  Administration,  which  has  $50  billion  out  in  loans, 
with  a  high  foreclosure  rate.  (In  1987,  they  forgave  billions  in  defaulted  mortgages. 
One  GAO  study  showed  that  in  45  cases,  they  forgave  $1.4  million  on  average  of 
$1.8  loans). 

(4)  Put  in  good  crop  insurance  plans. 

(5)  Only  make  loans  available  crop-to-crop. 

(6)  Fold  the  future  small  Agriculture  Agency  into  another  cabinet  position.  (See 
"Reform  the  Cabinet  System").  Remember,  there  are  more  Americans  working  in  the 
computer  industry  than  on  farms  and  we  don't  have  a  Department  of  Computers. 

AGENCIES  TO  CLOSE 

1.  Rural  Electrification  Administration.  Work  has  been  done. 

2.  Interstate  Commerce  Commission.  No  longer  active  in  regulation. 

3.  Economic  Development  Agency.  Started  out  to  help  poor  communities;  now 
covers  82  percent  of  the  Nation,  including  affluent  areas.  Much  of  their  work  has 
been  useless. 

4.  Community  Development  Block  Grants.  Now  over  $4  billion  a  year,  and 
mainly  useless.  In  my  town,  the  money  goes  mainly  to  the  United  Way  Organiza- 
tions. 

5.  Essential  Air.  Over  100  air  routes  subsidized  by  the  government,  several  going 
to  the  vacation  spots  like  Hot  Springs,  Va. 

6.  Appalachian  Regional  Commission.  $7  billion  spent  so  far  and  no  change 
in  relative  per  capita  income  (20  percent  below  national  average  in  1965  and  same 
now.) 

7.  Helium  Reserve.  Exxon  now  produces  ail  we  need  from  natural  gas. 

8.  Government  Printing  Office.  GAO  reports  indicate  their  work  costs  twice  as 
much  as  commercial  printers. 

9.  U.S.  Information  Service.  200  offices  worldwide  that  were  established  for  the 
cold  war  and  are  no  longer  needed.  Savings  of  $800  million  a  year. 

10.  Export-Import  Bank.  Last  year's  loans  of  $15  billion  have,  according  to 
agency,  an  expected  40  percent  loss  from  foreign  borrowers.  Taxpayers  are  support- 
ing domestic  corporate  profits  through  this  practice. 

11.  Small  Business  Administration.  Grants  23,000  loans  a  year  to  a  universe 
of  18  million  businesses.  Default  rate  is  high,  and  average  borrower  has  a  gross  of 
$1  million  a  year  and  says  he  could  have  gotten  the  money  elsewhere. 

OTHER  PRACTICES  TO  BE  CURTAILED 

Moratorium  on  all  new  Federal  buildings.  There  are  105  planned  or  under  con- 
struction at  a  cost  of  $8  billion.  Giant  boondoggle  at  13th  and  Pennsylvania,  which 
will  end  up  costing  $1  billion,  should  be  sold  at  a  loss  if  necessary. 

Washington  owns  30  percent  of  the  country,  but  spends  up  to  $1  billion  a  year 
buying  land.  Total  disclosure  of  such  activity.  Instead,  land  sales  should  be  in- 
creased, as  per  closed  military  bases. 

Travel  now  costs  $7  billion  a  year  for  employees.  Cut  to  $3  billion. 

Consultants  now  cost  $3  billion  a  year,  including  up  to  $600  an  hour  for  outside 
attorneys  while  the  government  has  14,000  lawyers  on  the  payroll.  Cut  total  to  $1 
billion. 

Decorating  costs  $1.5  billion  a  year.  Two  year  moratorium  on  large  projects,  and 
cut  off  $1  billion  from  spending.  Item  is  not  now  shown  in  budget  and  should  be. 

Detailed  examination  of  "Other  Services,"  which  has  been  partially  broken  up  but 
still  costs  $73  billion.  Budget  documents  should  show  where  this  "miscellaneous" 
money  goes. 

Cut  "overhead"  (now  50  percent)  for  scientific  research  in  half.  Save  $1.5  billion 
a  year. 

Airplanes  for  civilian  agencies.  1400  planes,  mostly  used  for  private  transport  in- 
stead of  missions.  Sell  half  Former  Senator  Sasser's  report  says  we  can  save  half 
billion.  We  can  save  $1  billion. 

Airlines  of  the  VIPs,  which  is  what  the  89th  Aircraft  out  of  Andrews  AFB  calls 
itself  Twenty-three  airliners  for  VIPs.  Each  passenger  costs  $25,000  per  flight  (only 
900  flights  a  year — total  for  the  23).  Sell  17  of  them  and  save  hundreds  of  millions. 

Unneeded  highway  "Demonstration  Projects"  which  cost  billions  and  are  usually 
unadulterated  pork.  Practice  must  be  stopped. 
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The  Federal  Government  owns  190,000  civilian  cars  for  employees— one  for  each 
ten  Half  should  be  sold,  and  not  reordered.  .     ,    ,r    a.  i     ^  * 

Limousines.  They  number  in  hundreds  and  should  be  cut  in  half.  At  last  count, 
the  White  House  had  29.  Deputy  Secretaries  get  portal-to-portal  chauffered  hmos, 

"^  EHm'inate  ^"ubsfdized  electricity  from  our  dams  and  sell  them  at  market  price 

'^Elh^nate'STbsidized  water  to  wealthy  farmers  with  25,000  acres  in  California 
who  circumvent  the  law  by  falsely  breaking  up  their  large  farms  into  possible  960 

^"^Stop  below-cost  sale  of  timber  in  Forest  Service.  Stop  $200  million  expenditure  of 

building  roads  for  customers. 
Cut  back  50  percent  on  Congressional  junkets.  .  ,    4^      • 

Raise  price  of  Federal  land  "patients"  from  $2.50  to  $5  an  acre  to  market  pnce^ 
pSt  in  a  royalty  arrangement  on  all  mines  on  Federal  land.  Most  gold  mines  in 

U  S  are  foreign-owned,  and  our  resources  go  overseas. .     ^   ,       ,  ,    .     .   ^„, 

Technology  transfer.  We  spend  $17  billion  a  year  in  Federal  research  but  only 

ontseventh  of  government-owned  patents  are  licensed  to  industry.  Meanwhile,  MIT 

hcensesalmoVall  patients  owned  V.  them  and  developed  with  I^^ederal  funds.  Gov- 

ernment  doesn't  even  advertise.  Loss  in  billions. 

FEDERAL  CIVILIAN  PERSONNEL 

The  Federal  Government  is  overstaffed  and  overpaid.  Yearly  personnel  costs  of 
the  cWihan  employees  is  now  $161  biUion  which  can  be  cut  by  $50  billion  a  year 
trough  cuts  ii;  the  number  of  employees,  salaries,  benefits,  and  pensions.  Each  em- 

^^°A'e%relenTsizeTgote^^^^^^^  thousand  of  which  7  percent  leave,  die, 

or  retiree  each  year  ThI  present  Administration  has  cut  100  thousand  over  2  years, 
but  the  goal  of  250  thousand  cut  should  be  expanded  to  700  thousand.  Manpower 
is  excesswr  Examples:  the  Forest  Service  had  5  thousand  under  FDR,  and  now  has 
35  tCsand  wTth^only  10  percent  more  trees.  The  Defense  Department  has  some 
loo  thousand  civiHans,  one%or  every  two  serviceman.  They  used  to  have  one  for 
parh  three  and  one  for  each  seven  in  WWII.  .,  .^.  i,-  i. 

By  cuttmg  an  additional  600  thousand  personnel,  solely  through  attrition,  which 
will  take  about  7  years,  we  will  save  $48  billion.  .^    ■   j 

BeS?ts  and  pension's  are  excessive-some  75  percent  more  than  in  pnvate  indus- 
try and  salaries  are  45  percent  higher  than  private  industry,  and  salaries  are  45 
percent  higher  than  private  industry.  ^  r     i   jr,„  pq  t?  ^'^^  whirh 

Much  of  the  cutting  should  come  m  management  (including  GS  13-15)  which 
numbers  over  300  thousand— about  1  in  7  employees.  That  can  be  cut  in  halt. 

Health  insurance  for  retirees  costs  $4  billion.  That  should  be  cut  in  half  by  having 
them  pay  a  greater  share.  Matching  5  percent  of  employee  savings  should  be  discon- 
tinued Pay  should  be  raised  only  half  the  CPI  each  year. 

The  preJent  pension  costs  for  civilian  employees  goes  "P  8  percent  a  year,  which 
IS  excessive,  and  the  unfunded  pension  liability  is  $450  billion,  which  the  govern- 
ment hides  bv  not  adding  it  to  the  debt  figures.  ,  .  .  .,  1.00 
Confess  should  participate  in  the  reduction  of  staff  by  bringing  the  present  38 
thousand  down  to  26  thousand.  _  .  ,  .^^  ,  ^„ 
Cutting  the  entire  civilian  staff  by  one-third,  curbmg  pay  ^"^'•eases.reducmg  ben- 
efits and  pensions  will  save  some  $50  billion  a  year,  or  a  quarter  of  a  trillion  dollars 
over  5  years  once  fully-implemented. 

OVERHEAD 

Overhead  of  the  Federal  Government  (from  paperclips  to  computers  to  rejit  fc  ) 
is  a  giant  secret  that  Congressman  Lamar  Smith  of  Texas  has  tried  to  unravel  It 
runs  at  least  $250  billion  Ind  should  be  cut  back  drastically  as  we  reduce  the  staff. 
Federal  overhead  per  employee  is  now  considerably  higher  than  '"  P^^ate  mdu^t^y^ 
(Senator  Willian  Cohen  has  shown  how  manv  billions  was  wasted  on  computers 
alone.)  Eventual  savings  here  of  at  least  $50  billion  a  year,  perhaps  more. 

REFORM  OF  THE  CABINET  SYSTEM 

At  the  time  of  the  Constitution,  we  had  five  cabinet  offices.  Under  Harry  Truman 
we  had  eight.  We  now  have  14,  going  on  15  if  the  EPA  is  elevated. 

What  to  do?  We  must  consolidate  several  and  eliminate  others. 

Department  of  Education.  They  educate  not  a  single  child  in  America  and  pay 
for  only  7  percent  of  the  education  bill.  Except  for  some  direct  support  (small)  ot 
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higher  education  and  the  student  loan  program,  they  are  totally  inefficient.  Chapter 
I  and  Chapter  II  for  disadvantaged  children  ($12  billion)  is  so  bad  that  the  govern- 
ment doesn't  even  claim  it  improves  schooling.  Instead,  tutoring  one-on-one  by  high 
school  honor  students  at  $3-$4  an  hour  would  provide  1  billion  hours  of  instruction 
and  save  billions. 

The  Department  was  elevated  in  1977  and  should  be  reduced  to  an  agency.  The 
budget  of  $31  billion  should  be  cut  in  half  Of  the  230  programs  only  a  few  dozen 
should  be  retained,  but  changed. 

Student  loans  should  be  available  to  all  without  means  testing.  The  present  heavy 
default  would  be  eliminated  by  IRS  checkoff  of  their  salaries  when  students  go  to 
work.  Pell  Grants  ($7  billion)  should  be  eliminated  since  a  person  who  doesn't  qual- 
ify by  $1  is  forced  into  debt.  Poor  children  who  graduate  from  the  University  of 
Michigan  do  as  well  as  middle  class  children  and  have  the  same  ability  to  repay 
the  loan.  This  present  system  creates  class  animosity. 

Department  of  Interior.  We  should  reexamine  why  the  Federal  Government 
owns  half  the  west,  while  has  only  a  few  acres  in  Connecticut.  History  is  not  logic. 
We  should  consider  the  return  of  most  of  the  land  to  the  States,  and  in  Alaska — 
where  the  State  only  has  real  use  of  6  percent  of  the  land — reexamine  the  broken 
Statehood  pact. 

Until  such  future  radical  action.  Interior  should  be  combined  with  Energy  and  the 
Forest  Service  (now  in  Agriculture)  into  a  Department  of  Natural  Resources. 

Department  of  Labor.  This  should  be  combined  with  Commerce  into  a  Depart- 
ment of  Industry  and  Labor,  much  better  able  to  handle  job  training  by  coordinating 
it  with  business.  Now  we  have  154  job  training  programs,  which  the  government 
admits  do  not  work.  Cut  it  down  to  two — adults  and  youth — and  follow  the  German 
model  of  apprentices  for  the  teenage  program.  Present  cost  of  job  training  is  $25 
billion  in  14  agencies,  which  is  ridiculous.  New  cabinet  group  could  save  $15  billion 
right  there. 

Department  of  Agriculture.  Work  toward  reducing  it  to  a  sub-agency  in  the  De- 
partment of  Industry  an  Labor.  Or  to  salve  hurt  feelings,  label  the  new  cabinet  slot 
as  Industry,  Labor  and  Agriculture. 

Department  of  Energy.  As  stated,  fold  into  new  Department  of  Natural  Re- 
sources. 

Department  of  Transportation.  An  expensive  agency  that  should  be  dissolved 
with  its  two  major  functions.  Federal  Highway  Administration  and  the  FAA,  rees- 
tablish as  separate  agencies.  The  CAFE  work  should  go  to  the  EPA. 

EPA  should  not  gain  cabinet  status  until  it  curbs  its  appetite  to  control  the  Na- 
tion. 

Veterans  Administration.  I  am  a  non-disabled  veteran,  and  I  believe  too  much 
money  and  energy,  including  hospitalization,  is  expended  on  those  who  did  not  suf- 
fer injury  while  in  service.  Savings  here  of  perhaps  $5-$10  billion. 

HUD.  The  establishment  of  a  separate  welfare  agency  will  take  away  most  of  its 
work.  Eventually,  phase  it  out. 

The  cabinet  system  must  be  butressed  with  additional  cooperation  between  the 
agencies  and  Congress  so  that  the  new  legislation  does  not  overlap  what  we  are  al- 
ready doing.  The  executive  should  voice  strong  opinion  about  pending  legislation, 
trying  to  block  any  new  bureaucracies  that  are  not  needed.  (As  in  overlapping  job- 
training  in  various  agencies.)  The  American  system  of  separation  of  powers  has 
served  us  well,  but  as  government  becomes  more  complex  we  need  to  take  on  some 
of  the  benefits  of  the  parliamentary  system  without  adopting  it. 

In  addition,  the  public's  opinion  has  to  become  a  stronger  factor,  which  would  ne- 
cessitate summaries  of  bills  pending — before  debate  and  vote — be  available  to  all 
citizens  through  publication  in  the  press,  radio,  and  television. 

In  terms  of  legislation,  we  must  resurrect  the  10th  Amendment,  which  has  been 
trampled  on  by  government,  including  the  Supreme  Court,  which  has  ignored  it 
whenever  possible.  (I  was  surprised  by  Sandra  Day  O'Connor's  1992  decision  up- 
holding Governor's  Cuomo's  suit  against  the  U.S.A.  on  an  environmental  matter. 
Siding  with  New  York  State,  she  quoted  the  10th  Amendment  as  her  basis.) 

I  am  convinced  that  cooperation  between  the  Federal  Government,  the  States,  the 
Executive,  the  legislature,  and  the  courts  must  become  the  hallmark  of  the  21st  cen- 
tury if  we  are  to  survive  as  a  whole  and  successful  Nation. 

This  statement,  although  apparently  lengthy,  only  begins  to  try  to  resolve  the  in- 
ability of  the  Federal  Government  to  face  the  challenges  of  the  21st  century. 

But  I  am  hopeful  that  it  provides  a  beginning  road  map  of  where  we  must  travel 
to  make  Washington  once  again  a  well-spoken  of  institution,  which  will  better  serve 
the  Nation  and  be  one  we  can  afford  in  the  years  to  come. 
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Senator  Frist.  I  think  rather  than  question,  why  don't  we  have 
the  other  two  paneUsts,  and  if  you  could  just  stay  at  the  table  as 
well,  that  would  be  fine  and  then  we  will  have  time  for  questions 
after  that. 

I  would  like  to  at  this  juncture  introduce  both  Mr.  Zion  and  Mr. 
Martin.  Mr.  Zion  is  a  former  Member  of  Congress  from  Indiana's 
8th  District  and  currently  serves  as  Honorary  Chairman  of  the  60 
Plus  Association.  Mr.  Martin  is  Chairman  of  the  60  Plus  Associa- 
tion, a  national  grass-roots  lobbying  organization  for  senior  citi- 
zens. 

Mr.  Zion  and  Mr.  Martin,  either  of  you — I  am  not  sure  how  you 
have  broken  up  the  testimony,  but  either  of  you  can  begin. 

Senator  Grassley.  Mr.  Chairman,  before  they  start,  could  I  just 
have  10  seconds  to  invite  Mr.  Gross — I  heard  your  comment  about 
every  department  of  the  Federal  Government  is  run  poorly,  except 
the  Defense  Department.  I  would  like  to  invite  you  to  my  office  so 
I  can  show  you  some  concerns  that  I  have  about  very  bad  manage- 
ment and  procurement  policies  in  the  Defense  Department. 

Mr.  Gross.  I  agree  with  you,  sir.  They  waste  a  lot  of  money,  but 
they  win  wars.  The  other  departments  waste  money  and  win  noth- 
ing. 

Senator  Frist.  Mr.  Zion? 

STATEMENT  OF  HON.  ROGER  ZION,  FORMER  MEMBER  OF 
CONGRESS,  AND  HONORARY  CHAIRMAN,  60  PLUS  ASSOCIA- 
TION 

Mr.  Zion.  Mr.  Chairman,  thank  you  very  much.  First,  a  very  en- 
thusiastic endorsement  of  the  previous  speaker.  I  never  heard  any- 
thing that  made  so  much  sense  in  a  long  time.  Second,  I  would  like 
to  suggest  that  last  year  Congressman  Inhofe  on  the  House  floor 
held  up  pictures  of  his  grandchildren  and  said,  unless  we  do  some- 
thing about  it,  these  grandchildren  are  going  to  spend  75  percent 
of  their  lifetime  income  just  retiring  the  National  debt.  He  is  now 
a  member  of  the  Senate  and  I  hope  he  continues  with  that  enthu- 
siastic feeling. 

I  would  like  to  share  the  wisdom  of  the  Long  Table.  This  is  a 
group  of  retired  businessmen  who  meet  at  the  Evansville  Country 
Club  for  lunch  and  they  talk  about  their  great  investments.  They 
solve  the  problems  of  the  world.  It  was  mentioned — this  is  just  cur- 
rent affairs — about  sending  a  lot  of  money  to  Mexico.  Their  solution 
is  don't  send  them  a  nickel.  They  should  learn  to  privatize  PMEX 
and  some  of  these  other  big  programs  down  there.  They  don't  need 
a  nickel  from  us.  There  are  thousands  of  investors  who  would  find 
it  very  attractive  to  invest  in  some  of  the  Mexican  programs. 

Another  one  is  Senator  Snowe  mentioned  recently  about  block 
grants,  and  I  want  somebody  to  explain  to  me  why  it  is  good  policy 
to  spend  millions  of  dollars  collecting  money  from  the  citizens  in 
the  States,  allocating  it,  collecting  it,  accounting  for  it,  tying  strings 
to  it,  and  then  sending  it  back.  Wouldn't  it  be  a  lot  more  efficient 
and  couldn't  we  save  a  lot  more  money  if  we  let  the  States  handle 
it  in  the  first  place? 

Now,  to  get  to  my  prepared  text  here,  I  am  going  to  go  over  some 
plowed  ground  and  maybe  put  in  a  few  seeds  and  probably  a  lot 
of  fertilizer.  The  Department  of  Education  is  run  by  the  teachers 
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unions.  The  NEA,  to  name  one,  collects  $750  million  a  year  to  in- 
fluence education  policy.  Their  agenda  includes  compulsory  union- 
ism, collective  bargaining,  nuclear  freeze,  gay  rights,  D.C.  State- 
hood, and  collective  bargaining  for  migrant  workers.  Now,  does 
that  sound  like  education  to  you?  An  NEA  bulletin  stated,  "The 
major  purpose  of  our  association  is  not  the  education  of  children, 
it  is  the  extension  of  our  members*  rights."  The  DOE  should  be 
abolished.  I  agree  with  you. 

Billions  of  dollars  should  be  spent  by  local  schools,  not  the  Fed- 
eral Government.  If  not  completely  abolished,  certainly  you  should 
prohibit  Federal  dollars  going  to  any  school  system  that  discrimi- 
nates against  teachers  who  refuse  to  join  a  union. 

Some  other  problems  that  can  be  changed — in  1993,  through  the 
Supplemental  Security  Income  Program,  $1.4  billion  was  sent  to 
drug  users  and  alcoholics  to  help  them  continue  their  addiction. 
Now,  that  is  kind  of  silly.  Since  1960,  taxpayers  have  spent  $3.5 
trillion  to  welfare  recipients,  benefits  greater  than  they  could  re- 
ceive from  entry-level  jobs.  I  have  a  friend  that  has  just  opened  a 
Wendy's  restaurant  within  easy  walking  distance  of  subsidized 
housing.  He  puts  up  signs  and  he  can't  get  anybody  to  come  and 
work.  It  is  better  off  to  be  on  welfare. 

Aid  to  Families  with  Dependent  Children — I  was  sitting  next  to 
Jack  Kemp  when  this  was  first  initiated.  He  gave  me  an  elbow  and 
said,  believe  me,  you  get  what  you  subsidize;  we  start  paying  these 
kids  to  have  babies  and  we  are  going  to  have  babies  up  to  our  neck. 
How  right  he  was. 

Illegitimate  children  is  the  fastest  growing  crop  in  the  country, 
from  3.7  million  in  1983  to  6.3  milHon  in  1993.  In  1991— this 
doesn't  count  food  stamps,  child  nutrition,  medicaid,  all  these  other 
things— it  cost  $12.8  billion.  In  1982,  127,000  aliens— nobody  men- 
tioned this — received  supplemental  security  income;  in  1993, 
632,000.  You  get  what  you  subsidize.  Jack  Kemp  is  right.  If  you 
start  paying  people  to  come  over  here,  they  are  going  to  come  over 
in  droves,  and  they  are. 

It  is  estimated  that  over  $200  billion  of  income  is  not  now  being 
taxed  because  they  didn't  report  it.  The  only  way  you  can  tax  this 
money  is  with  a  sales  tax.  Drug  dealers,  prostitutes,  gangsters, 
self-employed  people  who  neglect  to  report  their  income  are  going 
to  be  caught  at  the  cash  register  when  they  buy  their  boats,  expen- 
sive cars,  and  designer  clothes.  You  are  not  going  to  get  them  in 
income  tax.  Billions  of  dollars  in  paperwork  and  consulting  fees 
would  be  eliminated.  Thousands  of  IRS  employees  can  find  produc- 
tive work  if  we  just  eliminated  the  income  tax. 

We  can  stop  subsidizing  how  cow  gas  affects  the  environment. 
We  can  stop  subsidizing  pornography  through  the  National  Endow- 
ment for  the  Arts — a  lot  of  testimony  on  the  House  floor  talking 
about  how  evil  this  has  been.  We  can  do  without  the  $285  billion 
per  year  that  we  pay  to  public  television  to  help  them  compete  with 
the  private  sector. 

In  1993,  the  Defense  Department  was  charged  with  $4.6  billion 
for  domestic  activities  that  had  absolutely  nothing  to  do  with  our 
ability  to  fight  a  war.  Now,  breast  cancer  research  is  probably  im- 
portant, but  $210  million  shouldn't  be  charged  to  the  Department 
of  Defense.  AIDS  research,  $7,5  million — people  are  being  conned 
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into  thinking  they  are  buying  an  ability  to  be  defended  and  they 
are  going  into  a  lot  of  other  programs  that  have  nothing  to  do  with 
that. 

The  Davis-Bacon  Act  costs  billions  in  government  construction 
costs.  The  provision  that  precludes  helpers,  just  one  example  of  it, 
prevents  250,000  entry-level  jobs  a  year  and  costs  about  $600  mil- 
lion a  year  more — Davis-Bacon  Act. 

The  Department  of  Agriculture — this  is  kind  of  funny.  This  was 
started  in  1862  with  5  workers  when  half  the  American  people 
lived  on  the  farm.  Now,  with  less  than  2  percent  of  the  population 
living  on  farms,  it  has  135,000  employees  and  a  budget  of  $60  bil- 
lion. Now,  much  of  this  is  for  a  rapidly  growing  Food  Stamp  Pro- 
gram. You  get  what  you  subsidize.  It  becomes  scandalous  because 
stamps  are  being  traded  for  cash,  drugs,  and  alcohol. 

The  American  people  are  paying  over 

$600  billion  per  year  because  of  government  regulation.  Nobody 
mentioned  that — well,  you  did,  kind  of.  This  is  almost  $7,000  per 
household.  Much  of  this  money  could  be  saved  if  we  put  all  govern- 
ment regulations  under  a  microscope  and  subjected  them  to  a  true 
cost/benefit  ratio  study.  That  is  what  we  did  in  the  Public  Works 
Committee  when  we  were  going  to  build  a  bridge  or  a  dam.  Why 
can't  we  look  at  some  of  these  other  things? 

According  to  General  Robert  Richardson,  a  co-founder  of  High 
Frontier,  as  much  as  $6  billion  could  be  saved  in  military  procure- 
ment if  we  just  streamlined  the  procedures.  There  are  62  separate 
Federal  commissions,  boards,  foundations,  conferences,  and  agen- 
cies. Each  has  an  administrator,  Congressional  liaison,  and  many 
other  staff  members.  I  urge  you  to  give  them  a  critical  cost/benefit 
test,  too,  to  see  if  they  haven't  become  counterproductive. 

You  know,  fellows,  gentlemen,  ladies,  government  programs  are 
sort  of  like  cancer  cells.  They  grow  and  grow  until  they  take  over 
the  whole  organism.  Now,  if  you  ignore  them,  they  continue  to 
grow.  You  can  treat  the  symptoms,  but  the  patient  dies.  You  can 
retard  the  growth  with  chemotherapy,  but  the  problem  still  exists. 
The  only  proven  way  to  cure  cancer  is  with  radical  surgery.  It  is 
time  to  face  the  fact  that  many  government  programs  cause  much 
more  problems  than  they  solve.  It  is  time  that  they  be  cut  out. 

Thank  you,  sir. 

Senator  Frist.  Thank  you,  Mr.  Zion. 

[The  prepared  statement  of  Mr.  Zion  follows:] 
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January  27,  1995 

TESTIMONY  BEFORE  SENATE  BUDGET  COMMITTEE 

Mr. 'Chairman,  Maabars  of  tha  coBaittaa,  you  ara  in  a 
Boat  anviabla  poaition.   You  can  balanca  tha  budgat  and  aignifi- 
cantXy  raduca  dapandancy  on  druga,  alcohol  and  walfara. 

I  rapraaant  60  plua,  a  aanior  citiaan  group  that 
oppoaad  tha  Praaidant'a  budgat  bill  that  incraaaad  taxaa  on  aanior 
eitixana.   Wa  oppoaad  tha  govarnaant-run  haalth  eara  bill.   Wa 
atrongly  baliava  that  by  aliainating  doubla  taxing  of  aanior 
citixana  and  thair  haira  wa  can  fraa  up  ailliona  of  dollara  and 
continua  family  ownad  buainaaaaa. 

I  alao  rapraaant  tha  National  Aaaociation  of  Profaaaional 
Educatora.   Wa  oppoaa  union  control  of  aducation  and  baliava  that 
billiona  of  dollara  can  ba  aavad  by  turning  tha  aducational  procaaa 
ovar  to  local  achool  boarda. 

Tha  Dapartmant  of  Education  ia  run  by  tha  taachar  uniona. 
Tha  NEA,  to  nama  ona,  collacta  $7S0  million  a  yaar  to  influanca 
aducation  policy.   Thair  aganda  includaa  compulaory  unioniam, 
taachar  atrikaa,  nuclaar  fraaxa,  gay  righta,  D.C.  Statahood,  and 
collactiva  bargaining  for  migrant  workara.   An  NEA  bullatin  atatad 
that!  "Tha  major  purpoaa  of  our  aaaociation  ia  not  tha  aducation 
of  childran,  it  ia  tha  axtanaion  of  our  mambara'  righta."  Tha  DOE 
ahould  ba  aboliahad.   Tha  billiona  of  dollara  ahould  ba  apant  by 
local  achoola,  not  tha  fadaral  govarnmant.   If  not  complataly 
aboliahad,  cartainly  you  ahould  prohibit  fadaral  dollara  going  to 
any  achool  ayatam  that  diacriminataa  againat  taachara  who  rafuaa  to 
join  a  union. 

Hara  ara  aoma  othar  programa  that  can  ba  changadi 

In  1993,  through  tha  Supplamantal  Sacurity 
Incoma  Program,  $1.4  billion  waa  aant  to 
drug  uaara  and  alcoholica  to  halp  tham 
continua  thair  addictiona. 

Sinca  1960,  taxpayara  hava  aant  $3.5  trillion 
to  walfara  racipianta,  banafita  graatar  than 
thay  could  racaiva  from  antrylaval  joba. 

Tha  Aid  to  Familiaa  with  Dapandant  Childran 
haa  mada  illagitimata  childran  tha  faataat- 
growing  crop  in  tha  country.   From  3.7  million 
in  1963  to  6.3  million  in  1993.   In  1991  thia 
coat  tha  taxpayara  $12.8  billion.   Thia  doaa 
not-count  food  atampa,  child  nutrition, 
Madicaid  and  houaing. 
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Zn  1982,  127,000  aliens  r«c«iv«d  Suppl«B«ntal 
Sacurity  Zneoaa.   Zn  1993,  632,000. 

Zn  1992,  ill«9«l  iaalgrants  cost  us  $4  billion 

for  aduestion,  1620  million  for  AFOC,  and 

97  billion  for  aaaiatanca  to  displacad  parsons. 

Zt  is  astinatad  that  ovar  $200  billion  of  incoma  is  not 
now  baing  taxad  bacauaa  it  is  not  raportad.   Tha  only  way  you  can 
tax  this  Bonay  is  with  a  salas  tax.   Tha  drug  daalars,  prostitutas, 
gangstars,  and  salf-aaployad  paopla  who  naglact  to  raport  thair 
incoaa  will  ba  caught  at  tha  cash  ragiatar  whan  thay  buy  thair 
boats,  axpansiva  cars  and  dasignar  clothas. 

Billions  of  dollars  in  paperwork  and  consulting  faas 
would  ba  aliainatad  and  thousands  of  Z.R.S.  aaployaas  could  find 
productiva  work. 

Wa  could  wall  stop  studying  how  cow  gas  affacts  tha 
anvironaant.  Wa  can  stop  subsidising  pornography  through  tha 
National  Endowaant  for  tha  Arts. 

Wa  can  do  without  tha  $285  million  par  yaar  that  wa 
pay  to  Public  Talavision  to  halp  thaa  coapata  with  tha  privata 
sactor . 

Zn  1993,  tha  Dafansa  Dapartaant  was  chargad  with 
$4.6  billion  for  doaastic  activitias  having  nothing  to  do  with 
tha  nation's  dafansa. 

Braast  cancar  rasaarch  for  $210  aillion  aay  wall  ba 
justified  but  it  should  not  ba  chargad  to  tha  D.0.0.   Tha  saaa 
can  ba  said  fof  AZ08  rasaarch  which  is  listed  at  $5.7  aillion. 
Let's  don't  con  the  Aaerican  people  into  thinking  that  they  are 
paying  for  defense  when  auch  of  their  aoney  is  going  for  other 
purposes. 

The  Davis-Bacon  Act  costs  billions  in  govarnaent 
.construction  costs.   The  provision  to  preclude  helpers  costs 
approxiaately  $600  aillion  a  yaar  and  costs  uk  250,000  entry 
level  jobs.   The  Davis-Bacon  Act  was  a  depression  era  law      > 
which  dictated  wages  to  be  paid  on  federally  financed  construction 
projects.   Zt  now  applies  to  25%  of  all  construction  in  Aaerica 
and  should  be  eliainatad. 

The  Departaent  of  Agriculture  began  in  1862  with  five 
workers,  when  half  of  all  Aaaricans  lived  on  faras.   Now  with 
lass  than  2%  of  the  population  living  on  faras,  it  has  135,000 
aaployees  and  a  budget  of  $60  billion.   Much  of  this  is  for  the 
rapidly  growing  food  staap  prograa  which  has  becoae  scandalous 
because  staaps  are  being  traded  for  cash,  drugs  and  alcohol. 
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Th«  Aaarlcftn  paopia  *r«  paying  ovar  $600  billion  par 
yaar  bacausa  of  govarnmant  ragulations.   This  is  almost  (7,000 
par  housahold.   Cartainly  auch  ot   this  aonay  could  ba  savad  if 
wa  put  all  govarnaant  ragulations  undar  a  alcroacopa  and  aubjactad 
tham  to  a  trus  cost/bana£it  ratio  study. 

According  to  Canaral  Robart  C.  Richardson  U6AR  (Rat.)« 
co-foundar  of  High  Frontiar,  as  such  as  16  billion  could  ba  savad 
in  Bilitary  procuraaant  if  wa  straaalinad  tha  procaduras. 

Thara  ara  62  saparata  fadaral  cosaiaaions,  boards, 
foundations,  confarancas  and  aganciaa.   Each  has  an  administrator, 
congrassional  liaison  and  aany  othar  ataff  aanbars.   Z  urga  you  to 
giva  thaa  a  critical  cost/banafit  tast  to  saa  if  thay  hava  not 
bacoaa  countar-productiva. 

Covarnaant  prograas  ara  lika  cancar  calls.   Thay  grow 
and  grow  until  thay  taka  ovar  tha  whola  organisa.   Zf  you  ignora 
thaa  thay  continua  to  grow.   You  can  traat  tha  syaptoas  but  tha 
patiant  dias.   You  can  ratard  tha  growth  with  chamotharapy  but 
tha  problaa  still  axists.   Tha  only  provan  way  to  cura  cancar  is 
with  radical  surgary.   Zt  is  tiaa  to  faca  tha  fact.   Many  govarnaant 
prograaa  causa  aora  problaas  than  thay  solva. 

Zt's  tiaa  to  cut  tham  out. 


END 
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Senator  Frist.  Mr.  Martin,  again,  we  are  going  to  have  about  10 
to  15  minutes.  I  would  like  to  save  time  for  questions  as  well,  so 
if  you  could  take  the  appropriate  time,  then  we  will  have  questions 
for  all  three  of  you.  Thank  you. 

STATEMENT  OF  JAMES  L.  MARTIN,  CHAIRMAN,  60  PLUS 
ASSOCIATION 

Mr.  Martin.  Thank  you,  Mr.  Chairman.  I  have  a  statement  to 
enter  for  the  record,  but  I  will  try  to  summarize  here  briefly. 

Senator  FRIST.  That  would  be  fine. 

Mr.  Martin.  I  do  want  to  say  that  as  a  young  reporter  on  Capitol 
Hill  in  the  early  1960's,  and  later  as  an  aide  in  the  House  and  in 
the  House  to  Senator  Edward  Gurney  of  Florida,  I  am  aware  of  the 
long  hours  that  are  put  in  preparing  these  hearings. 

I  want  to  move  right  on  into  talking  about  how  to  downsize  gov- 
ernment, and  you  should  either  eliminate  or  privatize.  I  think  both 
are  desperately  needed.  Today,  besides  the  seniors  field  that  I  am 
going  to  refer  to,  I  refer  this  committee  to  a  little-publicized  area 
where  billions  of  tax  dollars,  I  believe,  can  be  saved. 

What  I  am  referring  to  is  the  ever-growing  stealth  world  of  politi- 
cal non-profit  advocacy  groups  coming  from  the  political  left  and 
the  political  right.  Some  organizations  may  be  upset  at  this  asser- 
tion, but  only,  I  assume,  if  they  are  on  the  Federal  take.  To  involve 
political  advocacy  as  a  way  of  life  in  a  democracy  the  way  its  fund- 
ed with  tax  dollars,  I  believe,  would  distress  Thomas  Jefferson,  who 
said  to  compel  a  man  to  furnish  funds  for  the  propagation  of  ideas 
he  disbelieves  is  sinful  and  tyrannical. 

I  will  offer  for  the  record  a  study  on  one  particular  group  today, 
but  as  I  researched  this  issue,  I  slowly  became  aware  of  an  invisi- 
ble, non-elected  arm  of  government  which  has  grown  like  topsy  in 
the  last  30,  40  years.  What  brought  it  into  focus  is  the  latest  of  five 
books  by  Dr.  Thomas  DeLorenzo,  titled  Hidden  Politics:  Progressive 
Non-Profits  Target  the  States,  published  by  the  Capital  Research 
Center. 

Before  going  into  that,  I  will  switch  over  and  just  summarize  a 
few  of  the  details  of  that  one  group.  I  would  like  to  talk  about  five 
groups  in  the  seniors  field,  but  only  one  for  the  record  here  as  far 
as  background.  Of  the  big  five  in  the  field  of  seniors  lobbies,  the 
best  known,  though  not  the  oldest,  is  the  American  Association  of 
Retired  Persons,  AARP,  founded  in  1958;  the  National  Council  of 
Senior  Citizens,  NCSC,  founded  in  1961;  and  what  you  might  call 
the  grandmother  or  grandfather  of  all  of  all  three,  the  National 
Council  on  Aging,  NCOA,  started  way  back  in  1950;  or  the  Na- 
tional Committee  to  Preserve  Social  Security  and  Medicare;  and 
Families  USA.  All  five,  the  record  shows,  are  of  a  very  decided  lib- 
eral philosophy,  and  I  am  not  here  to  argue  against  their  philoso- 
phy. 

As  I  stated  earlier,  I  have  no  quarrel  at  all  with  how  the  latter 
two  liberal  groups  are  funded,  one  by  voluntary  donations  from  the 
public,  and  in  the  case  of  Families  USA  from  the  deep  pockets,  I 
believe,  of  a  single  benefactor.  It  is  the  funding  of  the  big  three — 
AARP,  NCSC,  and  NCOA— not  their  philosophy  that  we  question. 
All  three  of  these  groups  receive  between  $40  and  $90  million  an- 
nually in  Federal  funds  to  act  as  temporary  employment  agencies 
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or  job  retraining  sites— roughly  $86  million  to  AARP;  a  couple  of 
years  ago,  $68.7  million  to  NCSC;  and  $41.1  million  to  NCOA. 

Now,  this  is  representing  91  percent  of  the  budget  on  the  last  one 
and  96,  97  percent  of  the  budget  on  the  other.  AARP  is  such  a  big 
one,  I  think  that  86  is  only  about  25  percent  of  their  budget.  But 
what  else  do  they  do  with  the  funds,  besides  providing  temporary 
jobs?  They  lobby  you;  they  lobby  the  Congress  intently,  directly  and 
indirectly,  on  issues  from  the  monumental  health  care  bill  last  year 
to  the  motor  voter  and  striker  replacement  bills,  issues  not  exactly 
hot-button  with  most  seniors. 

Last  July  at  a  3-day  conference  here  in  Washington,  the  NCSC 
had  a  political  operation  so  high-tech  and  sophisticated  it  would 
turn  campaign  managers  green  with  envy.  Seniors  were  told,  quote, 
"To  make  it  as  easy  as  possible  for  you  to  write  to  your  Senators 
and  your  Representatives,  we  have  composed  a  very  special  three- 
paragraph  letter  that  can  be  written  by  computer  here  at  the 
NCSC  headquarters,  but  it  will  look  as  though  you  wrote  it  at 
home."  Incidentally,  the  next  3-day  NCSC  regional  conference  will 
be  in  March  at  the  Trump  World  Casino  and  Resort  in  Atlantic 
City. 

Here  is  what  NCSC's  own  internal  audit,  their  audit  committee 
report,  had  to  say  about  reliance  on  Federal  funds.  "The  heavy  reli- 
ance on  governmental  grants,  such  as  from  the  Department  of 
Labor  and  the  Environmental  Protection  Agency,  poses  a  potential 
danger  in  the  long-term  structure  of  NCSC."  This  is  from  their  own 
internal  audit  review.  "Absent  such  grants,  the  Council  would  be 
unable  to  continue  its  current  level  of  operations  without  seeking 
new  revenue  sources.  The  assumption  of  office  by  an  unfriendly 
Federal  administration  at  some  future  date  could  very  well  deliver 
a  crippling  blow  to  the  NCSC.  The  ARC  suggests,  therefore,  that 
a  leading  priority  of  the  Council  should  continue  to  be  building  of 
an  ever-expanding  membership  base?"  Is  there  a  need  for  an  inde- 
pendent audit?  Most  definitely. 

In  conclusion,  I  would  like  to  say  is  there  an  alternative  to  this 
pattern  of  taxpayers  subsidies  for  overtly  political  advocacy  groups? 
Yes,  there  is.  Self-help  or  volunteerism,  I  think,  was  mentioned 
here  today  by  this  panel.  People  within  the  charitable  field  point 
almost  invariably  to  a  group  called  Alcoholics  Anonymous  as  the 
ultimate  example  of  the  self-help  movement.  The  AA  currently 
serves  1  million  members  as  an  alternative  way  to  go. 

In  a  1941  article  in  the  Saturday  Evening  Post,  Jack  Alexander 
described  AA's  structure  back  then.  "There  are  no  salaried  organiz- 
ers, no  dues,  no  officers,  and  no  central  control.  Locally,  the  rents 
of  assembly  halls  are  met  by  passing  the  hat  at  meetings.  In  small 
communities,  no  collections  are  taken,  as  the  gatherings  are  held 
in  private  homes.  A  small  office  in  downtown  New  York  acts  mere- 
ly as  a  clearinghouse." 

Today,  54  years  later,  the  AA  still  has  the  same  structure.  Mem- 
bers are  not  allowed  to  make  contributions  of  more  than  $1,000  a 
year,  nor  leave  more  than  $1,000  in  their  wills.  The  AA  once  re- 
turned a  check  for  $125,000  to  a  deceased  member's  estate.  "Money 
would  divert  us  from  our  primary  mission,  which  is  to  cure  alcohol- 
ics," said  a  New.  York  office  spokesman.  In  the  tradition  of  the  or- 
ganization, that  gentleman  wished  to  remain  anonymous. 
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To  all  the  non-profits,  I  would  recommend  the  words  at  the  turn 
of  the  century  by  one  of  labor's  best- known  organizers,  Samuel 
Gompers.  It  was  Mr.  Gompers  who  said,  "If  we  have  a  good  product 
and  we  sell  it  honestly  and  well,  the  public  will  flock  to  our  cause." 
In  that  same  spirit,  I  believe  Sharon  Percy  Rockefeller  recently  as- 
serted, over  a  possible  loss  of  government  funds  for  public  broad- 
casting— she  said,  we  will  not  only  survive,  but  we  will  prosper.  In 
other  words,  if  you  have  a  salable  program,  the  public  will  support 
you.  I  think  that  is  a  commendable  goal  for  all  others  to  follow. 

Thank  you. 

Senator  Frist.  Thank  you,  Mr.  Martin,  and  I  appreciate  the  tes- 
timony on  the  part  of  all  three  of  you. 

[The  prepared  statement  of  Mr.  Martin  follows:] 
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Statement  of  James  L.  Martiiv  Chairman 

The  60/Plus  Association 

1655  N.  Fort  Myer  Dr.,  Suite  700 

Aiiington,VA  22209;  (703)  351-5251 

Before  the  United  States  Senate  Budget  Committee 
January  27, 1995 

DOWNSIZING  GOVERNMENT 

Mr.  Chainnan  and  Members  of  the  Committee:    For  two  years  now,  I  have  chaired 
60/Plus,  a  national  organization  of  more  than  225,000  Seniors  who  express  a  free 
enterprise,  less  government,  less  taxes  philosophy,  and  on  their  behalf  I  appreciate  the 
opportunity  to  testify. 

Mr.  Chairman:  As  a  young  reporter  covering  Capitol  Hill  33  years  ago,  1962-63  and  '64, 
and  then  as  an  aide  in  the  House  and  Senate  for  six  years  to  Representative,  later  Senator, 
Edward  J.  Gumey  (R-Fla.),  I  know  the  hard  work  and  long  hours  that  go  into  these 
hearings. 

In  my  invitation  to  appear,  I  was  struck  by  the  Committee's  statement  that  a  Balanced 
Budget  will  require  large  cuts  in  Federal  spending,  no  easy  task  as  you  survey 

existing  portfolios  of  Federal  programs.  But  as  you  accomplish  that  worthy  goal  I  believe 
a  large  nuyority  of  Seniors  will  say  to  you,  "Right  on." 

For  if  the  country  as  a  whole  endorsed  the  BBA  by  70%,  my  rule  of  thumb  is  that  75%  of 
Seniors  would  do  so,  based  on  surveys  showing  that  Seniors  are  &r  and  away  the  most 
conservative  bloc  of  voters  nationally. 

But  when  I  say  it  will  be  no  easy  task  for  you,  that  is  an  understatement  Each  and  every 
Member  of  Congress,  particularly  on  this  Committee,  on  both  sides,  will  be  lobbied 
intensely,  even  hounded,  night  and  day  with  impassioned  pleas  to  save  this  or  that  program. 

And  while  I  will  pinpoint  areas  in  the  Senior  field  wiiere  painless  cuts  can  be  made  —  of  a 
few  hundred  million  dollars,  this  will  be  only  the  tip  of  the  icd}erg  and  I  mean  that  literally. 
What  lies  below  the  tip  is  scary,  in  terms  of  size,  depth,  dollars  involved,  and  number  of 
taxpayer  subsidized  lobbyists  involved. 

Downsizing  government  has  become  the  operative  mission  since  November's  electiorL 
President  Clinton  acknowledged  such  in  his  State  of  the  Union  message.    To  downsize 
government  you  either  eliminate,  or  you  privatize.  Both  are  desperately  needed.   Today, 
besides  the  Seniors  field,  I  refer  this  Committee  to  a  little  putlidzed  area  where  billions  of 
tax  subsidies  can  be  saved. 
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Specifically,  in  the  world  of  political  nonprofit  advocacy  groups,  some  with  a  high  profile, 
others  not  so  openly  political,  but  most  receiving  federal  fijnds.  The  hundreds  of  nonprofit 
political  advocacy  groups  receiving  billions  in  government  subsidies  has  mushroomed  into 
the  thousands. 

And  while  political  advocacy  is  a  way  of  life  in  a  democracy,  the  way  it  is  funded  —  with 
tax  dollars  —  would  distress  Thomas  Jefferson  who  said,  "To  compel  a  man  to  fiimish 
fiinds  for  the  propagation  of  ideas  be  disbelieves  and  abhors,  is  sinful  and  tyrannical." 

What  Fm  referring  to  is  the  ever-growing,  stealth  world  of  political  nonprofit  advocacy 
groups  coming  fi'om  the  political  left  and  the  political  right.  Some  organizations  may  be 
upset  at  this  assertion,  but  only,  I  assume,  if  they  are  on  the  Federal  take. 

ni  ofifer  a  case  study  in  today's  prepared  remarks  on  one  particulariy  political  nonprofit 
advocacy  group,  out  of  several  in  the  Seniors  advocacy  field  subsidized  with  tax  dollars. 

As  I  researched  this  issue,  I  slowly  became  aware  of  an  invisible  non-elected  aim  of 
government  which  has  grown  like  Topsy  in  the  past  30  to  40  years. 

Indeed,  at  first  I  was  astounded  by  this  explosive  growth  of  political  nonprofits;  then  as  I 
did  more  and  more  research,  I  was  stunned,  even  I  might  add,  standing  in  fiightened  awe  at 
the  enormity  of  the  problem. 

What  brought  it  into  focus  was  the  latest  of  five  books  by  Dr.  Thomas  J.  DiLorenzo,  titled 
Hidden  Politics:  Progressive  Nonprofits  Target  the  States,  edited  by  Daniel  T.  Oliver,  for 
the  Capital  Research  Center. 

In  what  might  be  taking  a  page  fix>m  the  political  manual  of  labor  unions  in  the  past  two 
decades  —  organizing  public  employees  at  the  national,  state  and  local  levels  —  the 
thousands  of  national  political  nonprofits  are  now  advocating  counterparts  in  each  of  the 
SO  state  capitals,  funded  heavily  by  the  taxpayers. 

When  labor  unions'  membership  rolls  declined  sharply  from  World  War  11  to  the  present, 
union  focus  shifted  to  the  growing  public  employee  rolls. 

If  you  spoke  out  against  this  practice  of  organizing  govonment  (taxpayer)  employees,  you 
were  chastised  as  anti-union,  anti-worker. 

Fm  not  anti-union,  Tm  anti-monopoly.  If  you  need  to  buy  a  car,  and  workers  are  on  strike 
at  one  car  dealer,  you  can  walk  across  the  street  and  make  your  purchase  at  another  dealer. 

But  if  your  house  is  burning  down,  you  can't  call  Fire  Department  2  if  Fire  Department  1 
won't  answer  your  call  because  it's  on  strike. 
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One  of  our  most  often  quoted  Presidents  once  said,  "It's  unconscionable  to  strike  against 
your  government. " 

And  while  Ronald  Reagan  put  into  decisive  practice  that  philosophy  when  he  fired  the  air 
traffic  controllers  in  198 1  for  their  potential  shutdown  of  all  air  travel,  creating  a  clear  and 
present  danger  to  the  public,  it  was  not  the  Great  Communicator  who  said  it's 
unconscionable  to  strike  against  your  government.  It  was  Franklin  Delano  Roosevelt  in 
1939,  and  I  believe  President  Roosevelt  was  right. 

But  why  have  labor  unions  moved  aggressively  toward  public  employee  organizatiotis,  at 
local  state  and  national  levels  just  as  political  nonprofit  advocacy  organizations  are  now 
doing  just  as  aggressively? 

It's  where  the  money  is.  Willie  Sutton  knew  where  the  money  was.  That's  why  he  robbed 
banks. 

One  D.C.-based  nonprofit  group  claims  that  over  1,000  nonprofit  affiliate  members  receive 
some  federal  fiinding. 

A  previous  wimess  this  week  is  quoted  in  Professor  DiLorenzo's  book. 

Robert  Woodson,  president  of  the  National  Center  for  Neighborhood  Enterprise,  has  done 
several  studies  on  the  extent  to  which  federal  revenues  for  poverty  programs  go  to 
hundreds  of  nonprofit  middlemea 

He  concludes  that  only  about  30  cents  of  each  tax  dollar  ever  reaches  the  poor.  The  rest? 
Consumed  by  government  agencies,  social  workers,  researchers,  and  nonprofits. 

The  Nonprofit  Policy  Agenda  project,  referred  to  in  Prof  DiLorenzo's  book,  began  in  May 
1991  with  fimding  fi-om  "an  anonymous  donor"  and  the  AT&T,  Johnson,  W.K.  Kellogg, 
and  Charies  Stewart  Mott  foundations. 

The  Nonprofit  Policy  Agenda  has  three  primary  objectives: 

1.  To   politicize   the   nonprofit   sector  by  fonnally  integrating   it   into 
government; 

2.  To  use  the  power  of  government  to  eliminate  dissent  over  the  role  of  the 
nonprofit  sector,  and 

3.  To  shield  the  nonprofit  sector  fi-om  public  scrutiny. 

If  SO  nonprofit  administrations  simply  become  propaganda  arms  of  state  government, 
dissent  will  be  stifled,  not  welcomed.  Would  anyone  expect  that  a  coalition  of  state 
government  employees  and  social  workers  would  seriously  entertain  proposals  by  other 
nonprofits  to  privatize  government  services,  adopt  educational  vouchers,  or  cut  taxes? 
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Downsizing  Government:  Can  it  be  done?  Yes,  it's  being  done  every  day  by  private 
companies,  but  also,  successfully,  by  government. 

In  Chicago,  Mayor  Richard  M  Daley  has  saved  over  $1,000,000  annually  by  contracting 
out  with  private  towing  services,  $337,000  by  using  private  drug  treatment  centers,  and 
$900,000  (on  cleaning  supplies  alone)  by  contracting  for  janitorial  services. 

Studies  have  found  that  privatization  usually  results  in  savings  to  state  and  local  taxpayers 
of  at  least  30  percent.  In  a  1987  survey  on  privatization  by  the  International  City 
Management  Association,  99  percent  of  cities  said  they  contraaed  out  with  the  private 
sector  for  some  services,  including  buildings  and  grounds  maintenance,  data  processing, 
hospitals,  recreational  fecilities,  solid  waste  collection  and  disposal,  road  repair,  transit 
services,  and  utilities. 

At  least  half  the  states  now  have  legislation  pending  to  privatize  some  government  services. 
In  1990,  West  Virginia  raised  $20,000,000  by  selling  its  liquor  stores;  Iowa  did  the  same 
and  reaped  a  similar  windM. 

If  nonprofits  become  government-funded  political  advocates,  as  The  Nonprofit  Policy 
Agenda  recommends,  they  will  use  their  new-found  political  power  to  thwart  efforts  to 
privatize  government  services,  forming  coalitions  with  government  employee  unions  to 
assure  that  the  main  beneficiaries  of  state  and  local  taxes  remain  these  employees  and 
nonprofit  middlemen,  not  taxpayers  and  consumers. 

In  the  words  of  Mr.  Jefferson,  again  "To  compel  a  man  to  furnish  fimds  for  ideas  he 
disbelieves,  is  sinful  arul  tyrannical." 

And  while  the  federal  government  prohibits  "the  use  of  Federal  fiinds  for  direct  or 
grassroots  lobbying  at  either  the  fedoal  or  state  levels,"  it  appears  that  there  are  scores, 
even  thousands  of  political  advocacy  groups  in  direct  conflict  with  that  prohibition  and  with 
Mr.  Jefferson's  philosophy. 

In  the  Seniors  field  of  advocacy  politics,  my  objective  is  to  shed  light  on  those  vA\o  receive 
millions  of  dollars  of  taxpayers'  money  and  openly  use  great  gobs  of  it  to  lobby  Congress. 

AH  are  left  of  center  in  philosophy  and  though  philosophy  should  not  determine  how  the 
groups  are  perceived,  the  record  should  show  that  three  of  these  groups  receive  tax  dollars, 
often  under  the  guise  of  "providing  temporary  jobs  for  needy  Seniors,"  but  just  as  likely  to 
be  used  to  politic,  based  on  the  articles  and  extensive  data  I  will  enter  into  the  record. 

But  first,  let  me  explain  why  we're  the  whisdeblower,  so  to  speak.  60  Plus  is  a  brand  new, 
two-year-old  Seniors'  lobby,  with  about  225,000  supporters.  We  stress  Seniors'  issues 
such  as:  1)  repeal  of  the  so-called  Federal  Inheritance  Tax,  a  job-robbing,  punitive  double 
tax  on  the  savings  and  earnings  that  Seniors  plan  to  leave  their  heirs;  2)  repeal  of  the 
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increased  tax  on  benefits  of  Social  Security  recipients,  which  was  included  in  the  Clinton 
Administration's  1993  budget;  3)  repeal  of  means  testing  on  Seniors;  4)  raising  earnings 
limits  on  Seniors,  in  &ct,  not  only  to  raise  it,  but  do  away  with  it;  S)  guard  against  the 
misuse  of  pension  funds,  i.e.  investing  in  "socially  correct"  areas;  and  6)  we  supported  the 
creation  of  a  separate  Social  Security  Administration.  A  proposal,  Fm  happy  to  note, 
strongly  supported  by  President  Cliitton  and  I  believe,  all  other  Seniors  groups. 

But,  Fm  sorry  to  say,  it  appears  the  latter  issue  is  the  only  one  of  more  than  a  half  dozen 
areas  where  the  m^or  Seniors'  lobby  groups  are  unified. 

In  fact,  evidence  is  mounting  that  one  of  the  major  Seniors  groups  is  no  longer  a  bona  fide 
lobby  for  Seniors.  More  on  that  later. 

Last  year,  60/Plus  produced  its  first  ever  Congressional  scorecard.    Since  there  are  an 
estimated  100  such  scorecards  covering  you,  the  Congress,  this  was  not  news  in  itself 
What  caught  the  attention  of  other  Seniors'  groups,  however,  was  the  fact  that  our  rating 
was  the  first  and  only  one  to  give  pro-Soiiors  ratings  based  on  a  conservative,  or  less 
government,  less  taxes  approach. 

Uittil  we  came  along,  at  least  two  organizations  in  the  Seniors'  field  had  rated  members 
only  fi-om  a  Uberal  point  of  view.  For  instance  every  member  of  this  committee  now  on  the 
M^ority  side  received  a  "foiling"  anti-Senior  vote.  In  feet,  I  believe  every  Republican  in 
the  Senate  flunked  the  test.  Every  Democrat  received  a  "passing"  pro-Senior  vote. 

Why,  I  wondered? 

Turning  to  my  home  state  of  Rorida,  I  reviewed  the  rating  for  the  Representative  -w^o  has 
represented  the  city  (St  Petersburg)  immediately  recognized  nationally  as  a  haven  for 
Seniors.  Ifanybody  should  be  pro-Senior  it's  whoever  represents  that  constituency.  After 
all,  if  Seniors  are  the  most  organized  and  powerfiil  voting  bloc  in  America,  how  could  the 
St.  Petersburg  Representative  score  a  foiling  grade  on  Senior  Citizen  issues,  in  his  case, 
24%  and  still  be  re-deaed  as  he  has  a  dozen  consecutive  times  since  1970? 

Let  me  add  right  here,  we  were  not  only  proud  of  our  scorecard  rating  the  103rd  Congress, 
but  we're  proud  of  the  foct  we're  truly  non-partisan,  and  that  both  Democrats  and 
Republicans  in  the  House  and  in  the  Senate  won  what  we  caUed  our  "Guardian  of  Seniors' 
Rights"  Award.  In  all,  226  incumbents  fi-om  both  parties  recdved  this  certificate. 

As  the  November  elections  approached,  the  60/Phis  office  started  receiving  either  1) 
hostile  press  calls  asking  if  we  were  bestowing  "Guardian  of  Seniors'  Rights"  honors  only 
on  Republicans,  and  2)  bogus  calls  fi'om  so-called  collie  students  working  on  term  papers 
for  ii^ormation  on  60/Plus  (several  of  these  calls  were  easily  traced  back  to  the 
headquarters  of  the  opponent  of  an  incumbent  Republican  Congressman  in  the  West  and  to 
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the  incumboit  Democrat  Senator's  headquarters  who  eventually  lost  a  dose  race  to  a 
Republican  House  Member  in  the  Northeast.) 

60/Plus  had  stirred  a  hornet's  nest.  When  these  groups  —  notably  the  most  partisan  of  all — 
the  National  Council  on  Senior  Citizens  —  endorsed  a  Democrat  —  and  FEC  reports  show 
that's  who  they  back  exclusively  —  some  Republicans  countered  their  opponents' 
endorsement  with  our  'XSuardian  of  Seniors'  Rights  Award,"  pointing  out,  correctly,  that  it 
was  a  matter  of  philosophy,  that  we  used  many  of  the  same  votes  the  liberal  groups  used, 
the  Balanced  Budget  Amendment,  the  Clinton  Administration  budget,  and  so  forth. 
(Where  we  parted  company  was  on  the  Striker  Replacement  —  a  union  issue  —  and  the 
Motor  Voter  Bill  —  an  unfunded  mandate  and  Democratic  Party  policy  position.) 

We  decided  to  take  a  look  at  who  was  demeaning  what  we  were  so  proud  to  have  put 
forth. 

Of  the  Big  Five  in  the  field  of  Seniors'  lobbies,  the  best  known,  though  not  the  oldest,  is:  1) 
the  American  Association  of  Retired  Persons  (AARP),  founded  in  1958;  2)  the  National 
Council  of  Senior  Citizens  (NCSC),  founded  in  1961;  and  3)  the  grandmother  of  all  three, 
the  National  Council  on  Agjng  (NCOA),  started  way  back  in  1950,  4)  the  National 
Committee  to  Preserve  Social  Security  and  Medicare  (NCPSSM),  and  5)  Families,  USA 
(F.U.S.A). 

All  five,  the  record  shows,  are  of  a  very  decided  liberal  philosophy. 

But  Fm  not  here  to  argue  against  their  philosophy,  even  though  my  Seniors  group  is  of  a 
conservative  philosophy. 

In  &ct,  as  I  stated  earlier,  I  have  no  quarrel  at  all  with  how  the  latter  two  liberal  groups  are 
funded,  one  by  voluntary  donations  fi-om  the  public  through  direct  mail  and  in  the  case  of 
Families,  USA,  fi'om  the  deep  pockets  of  a  single  bene&ctor. 

It's  the  funding  of  the  Big  Three  -  AARP,  NCSC,  and  NCOA  -  that  we  questioa 

All  three  receive  $40-S90  million  annually  in  Federal  (taxpayers')  funds  to  act  as  temporary 
employment  agencies  or  job  retraining  sites,  roughly  $86  million  to  AARP  (25%  of  its 
-•eceipts);  $68.7  million  to  NCSC  (96%);  or  a  paltry  $41.1  million  to  NCOA  (91%). 

What  else  do  they  do  with  the  funds?  They  lobby  you,  the  Congress,  intently,  directly  and 
indirectly,  on  issues  fi'om  the  monumental  health  care  battle  last  year,  to  the  Motor  Voter 
and  Striker  Replacement  bills,  issues  not  exactly  hot  button  with  most  Seniors. 

AARP  was  started,  with  good  intentions  37  years  ago  by  Ethel  Percy  Andriis,  head  of  the 
National  Retired  Teachers  Association,  and  a  young  insurance  executive  named  Leonard 
Davis,  to  fiU  a  vacuum,  which  was  much  needed  insurance  for  a  rapidly  expanding  55+ 
population.  In  1965,  Mrs.  Andrus  wrote,  "AARP  holds  no  meetings  to  bewail  the  hardship 
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of  old  age,  nor  to  formulate  pressure  groups,  nor  stress  potential  political  strength  of  older 
folks,  nor  to  urge  government  subsidy."  How  times  have  changed! 

Initially  successHil,  postal  subsidies  and  growing  royalties  from  its  insurance  enabled  AARP 
to  launch  the  nation's  largest  direct  mail  operatioa  (It  now  has  its  own  zip  code.)  After  a 
lawsuit  and  ouster  of  the  AARP  Executive  Director  in  the  mid  *70's,  Mr.  Davis  retired  to 
Florida  with,  according  to  press  reports,  his  fortune,  "about  $160  million." 

We'll  not  go  into  any  more  AARP  details  for  two  reasons:  1)  Most  of  Congress  is  ^miliar 
with  this  leviathan  in  the  Seniors'  field,  although  it's  not  well  known  theyVe  received 
hundreds  of  millions  in  tax  subsidies  over  the  years;  2)  There's  a  book  coming  out  soon  by 
Jack  Anderson's  associate.  Dale  Van  Atta,  titled  Inside  the  AARP.  What  You  Need  to 
Know  About  the  Country's  Biggest  Lobby.. .and  Its  Relentless  Push  for  Bigger 
Government  and  More  Spending. 

Often  referred  to  by  admirers  and  detractors  alike  as  the  800-pound  gorilla  in  the  Seniors' 
field,  the  AARP  is  really  just  a  big  old  tabby  cat,  virtually  harmless,  toothless  and  clawless, 
politically  speaking,  in  comparison  to  its  barracuda  brethren  in  the  field,  most  notably  the 
brazenly  open  violator  of  statutory  prohibitions  against  lobbying  Congress  with  taxpayers' 
money,  the  NCSC. 

In  May  1994  the  NCSC  hdd  one  of  its  1990*3  press  conferences  Ot  has  a  pattern  of  doing 
so  dadng  to  the  1980s)  to  denounce  not  only  conservative  Seniors  groups  but  also  the 
American  Conservative  Union  as  "shams  intended  to  fiigbten  Seniors  with  their  printed 
envelopes  warning  of  disaster  to  their  Social  Security  benefits."  NCSC  fiuled  to  mention 
that  Congress  has  called  on  the  carpet  NCSCs  liberal  couan,  the  National  Committee  to 
Preserve  Social  Security  and  Medicare,  for  NCPSSMs  inflammatory  language  on  its 
envelopes  to  Seniors. 

Shortly  after  that  attack  on  other  Senior  and  non-Senior  groups,  (all  with  a  conservative, 
less  government,  less  taxes  philosophy)  60  Plus,  with  its  growing  activities  on  Capitol  Hill, 
(i.e.  40,000  petitions  delivered  to  Congress  calling  for  repeal  of  the  new  tax  increase  on 
Social  Security  recipients'  benefits,)  apparently  came  into  view  on  their  radar. 

And  especially  after  our  unintended,  but  effective,  roadblock  on  their  travels  to  endorse 
Democrats  as  pro-Senior  and  Republicans  as  anti-Senior,  when  mai^  of  our  226  awardees 
apparently  used  our  certificate  to  point  out  that  they  too  had,  indeed,  pro-Senior  voting 
records. 

News  articles  and  phone  inquires  wiU  specifically  show  that  this  was  the  case  in  several 
House  races,  in  Arkansas,  California,  Floiida,  Indiana,  Pennsylvania,  and  Utah,  to  name  a 
few. 
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In  the  Senate,  we  were  drawn,  indirectly  and  directly,  into  races  in  California,  Pennsylvania, 
Maine,  Washington,  and  Wyoming. 

ACU  Chairman  David  Keene  responded  to  the  NCSC  broadside:  the  headline  stated: 

ACU  FILES  FEC  COMPLAINT  -  DEMOCRAT  SENIOR  GROUP  USES  TAXPAYER 
FUNDS  ILLEGALLY  TO  INFLUENCE  ELECTIONS 

"A  supposedly  non-partisan,  taxpayer-funded  Senior  Citizens'  group  is  "using  its  Federally- 
granted  funds  illegally  to  weigh  in  on  behalf  of  Democratic  Congressional  candidates  all 
over  the  country,"  and  is  being  charged  with  several  violations  of  the  Federal  Election 
Campaign  Act  (FECA),  according  to  documents  filed  today  with  the  Federal  Election 
Commission  (FEC). 

"American  Conservative  Union  (ACU)  Chairman  David  A  Keene  today  filed  a  formal 
complaint  with  the  FEC  accusing  the  National  Coundl  of  Senior  Citizens,  Inc.  (NCSC),  of 
making  illegal  campaign  contributions  to  several  Democratic  candidates  for  the  United 
States  Senate. 

"In  a  letter  to  FEC  General  Counsel  Lawrence  Noble  filing  the  complaint,  Mr.  Keene  noted 
that  the  NCSC  has  recently  endorsed  Democratic  candidates  for  the  U.S.  Senate  in 
Virginia,  Pennsylvania,  Montana,  California,  Washington,  Maine,  and  Ohio. 

"Press  accounts  indicate  that  the  NCSC  also  has  made  endorsements  in  numerous  contests 
for  the  U.S.  House  of  Representatives,  as  wel 

"Look,  it's  simple,"  said  Mr.  Keene.  "They  see  a  Democrat  in  trouble,  they  call  him  up, 
offer  an  endorsement,  then  go  in  and  do  a  joint  press  conference  to  bestow  upon  the 
candidate  their  oflBcial  blesang.  The  media  covers  the  event  and  reports  that  night  that  a 
key  Senior  Citizens'  group  has  just  endorsed  the  Democratic  candidate. 

"But  that's  against  the  law,  on  at  least  four  counts.  First,  the  NCSC  is  a  non-profit 
corporation,  which  meas  any  caiapsiga  activity  -  such  as  an  endorsement  -  is  an  illegal 
corporate  contribution.  Violation  one. 

"Second,  the  NCSC  is  a  Federal  contractor.  More  than  95  percent  of  its  fiinds  come 
directly  from  the  Federal  Government.  That  means  NCSC  officials  are  using  taxpayer 
dollars  to  make  these  illegal  contributions.  And  under  U.S.  law,  the  simple  feet  that  they're 
a  Federal  contractor  means  they  cant  do  anything  "to  make  any  contribution  of  money  or 
other  things  of  value  ...  to  any  political  party,  committee,  or  candidate  for  public  office.' 
Violation  two. 

"Third,  the  &ct  that  theyVe  endorsed  candidates  at  joint  press  conferences,  with  the 
candidate  present  -  as  they  did  most  recently  last  week,  in  endorsing  Virginia  Senator 
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Robb  in  a  joint  appearance  —  means  theyVe  coordinated  with  the  campaigns.  That  means 
they  can't  claim  their  activity  is  an  'independent  expenditure.'  Violation  three. 

"And  fourth,  because  they're  engaging  in  aU  this  political  activity,  they  are  required  to 
register  as  a  political  committee  and  publicly  disclose  the  activity.  TheyVe  &iled  to  do  so. 
Violation  four,  "  said  Mr.  Keene.  "They  do  have  a  PAC,  but  the  activity  we're  concerned 
with  is  not  legitimate  PAC  activity,  but  illegal  activity  for  an  organization  like  the  NCSC,  " 
Mr.  Keene  said. 

Specifically,  the  complaint  urged  action  be  taken  against  the  NCSC  for  violations  of  Title  2 
United  States  Code  Section  441b  (prohibition  against  corporate  contributions);  Title  2 
U.S.C.  441c  (prohibition  against  contributions  by  a  government  contractor);  Title  2 
U.S.C.  441a  (in-kind  contributions  and  independent  eq>enditures);  and  Title  2  U.S.C.  433 
and  434  (registration  as  a  political  committee). 

"The  NCSC  bills  itself  as  a  legitimate  Senior  Citizens'  group  which  lobbies  Congress  and 
issues  "Vote  Ratings'  on  Seniors  issues.  That* s  y/bat  they'd  like  the  media  and  the  public  to 
believe,"  Mr.  Keene  declared.  "But  the  &ct  of  the  matter  is,  they're  a  huge  Federal 
Government  contractor  which  has  received  nearly  a  billion  dollars  over  the  years,  and 
which  uses  much  of  that  money  to  shill  for  Democratic  candidates,  in  dear  violation  of  the 
Federal  Election  Campaign  Act. 

"The  fects  speak  for  themselves,  "  Mr.  Keene  continued.  "They  claim  a  membership  of  5 
million  Seniors.  For  1992-93  —  the  latest  year  for  >^diich  the  organization's  tax  return  is 
available  -  the  NCSCs  budget  was  $71  million.  Of  that,  almost  $69  million  -  more  than 
95  percent  —  came  not  from  members,  but  directly  from  Federal  Government  contracts. 
By  contrast,  their  total  income  from  membership  dues,  assessments,  and  voluntary 
contributions  was  under  $2.5  million,  or  less  than  50  cents  per  member.  So  much  for  being 
a  membership-based  organization. 

"But  what's  worse  is  that,  despite  the  &ct  that  theyYe  organized  under  a  section  of  the  law 
that  specifically  prohibits  them  from  engaging  in  partisan  political  activity,  theyYe  running 
around  the  country  officially  endorsing  as  many  Democratic  candidates  as  they  can  get 
their  hands  on,  urging  Seniors  to  follow  their  lead  next  week  and  vote  for  a  Demooatic 
Congress.  That's  against  the  law,  plain  and  simple,"  Mr.  Keene  declared. 

The  American  Conservative  Union,  celd)rating  its  30th  anniversary,  is  the  nation's  oldest 
conservative  grassroots  lobbying  organizatioa  Representing  nearly  one-million  members 
and  supporters,  in  each  of  the  50  states,  it  lobbies  Congress  on  a  broad  range  of  issues,  and 
issues  its  own  annual  Vote  Ratings  to  classify  Members  of  Congress  along  a  conservative- 
to-liberal  spectrimL  The  ACU  neither  endorses  nor  opposes  candidates  for  public  office. 


150 

-10- 

If  you  ask  a  roomful  of  Seniors  if  theyVe  heard  of  AARP,  most,  if  not  all,  will  raise  their 
hands. 

Ask  the  same  question  about  the  NCSC,  or  the  NCOA,  and  not  many  hands  will  shoot  up. 
Then  tell  them  AARP  hardly  needs  your  $8  membership  dues,  not  with  $80-pIus  million  in 
tax  money.  They  always  ask,  "Why  do  they  get  tax  dollars?"  Good  question.  The 
"nonprofit"  AARP  loses  money  on  your  $8  dues,  a  real  loss-leader  item,  making  the  bulk 
of  its  money  selling  insurance,  prescriptions  and  travel  discounts,  from  vAiich  it  just  paid  a 
whopping  $135  million  to  settle  a  tax  bill  IRS  submitted  for  AARFs  profit-making 
operations,  riding  on  the  back  of  its  nonprofit  status. 

Why  does  the  NCSC  continue  getting  $68  to  $70-plus  million  each  year?  Why?  Good 
question.  (All  three,  it  seems,  are  fimctioning  as  temporary  employment  agencies  for  the 
federal  government.) 

The  little  known  NCOA?  A  paltry  $41.1  million  in  1993.  Why?  Good  question.  The 
NCOA,  now  45-years-old  keeps  a  low  profile  politically.  I  note  that  its  overall  budget 
included  $35.2  million  in  1993  fi^m  the  Department  of  Labor  to  provide  "training  and 
subsidized  employment  for  dose  to  10,000  low-income  older  workers." 

Their  philosophy?  Hard  to  determine  untH  you  find  literature  quoting  Mrs.  Clinton  as 
stating  before  the  NCOA  Board  which  endorsed  the  Clinton  health  care  proposal,  "There's 
no  group  whose  endorsement  means  more  to  us."  (Is  NCOA  also  getting  away  from 
Seniors'  advocacy  issues?  You  be  the  judge.  In  one  of  their  pi^lications,  NCOA 
announces  it  is  one  nff^nrr/v^hair^  for  more  than  200  national  advocacy  intergenerational 
organizations:  NCOA^  Child  Welfare  League  of  America,  AARP.  and  the  Children's 
Defense  Fund. ") 

And  skipping  past  the  AARP,  with  pas^ng  reference  to  two  articles  entitled,  "Old  Money  - 
-  Why  the  Mighty  AARP  Spends  as  Much  Furnishing  Its  Offices  As  It  Does  on  Programs 
to  Help  the  Elderly,"  from  the  Washington  Monthly,  OR  "Strength  From  Its  Gray  Roots," 
a  piece  by  Forbes  reporter  Janet  Novak  ^yhich  states,  "run  by  activist,  liberal  sia£[,  the 
AARP  ignores  the  conservative  views  of  its  own  membership  and  pushes  hard  for  higher 
government  spending  and  higher  taxes." 

Suffice  it  to  say,  the  record  is  replete  with  AARFs  stand  on  big  government  spending.  To 
quote  one  of  the  AARFs  lobbyists.  Our  ideology  is  "big,"  as  in  big  dollars. 

Clout?  Chief  lobbyist  John  Rother,  one  of  those  former  Capitol  Hill  liberal  activists,  states, 
immodestly:  "We  have  no  real  enemies  in  Congress... only  a  handfiil  of  die-hard  opponents  - 
-hard-core  right  wingers." 

Arrogance?  Out  of  step  with  its  members?  The  same  Rother  on  whether  members'  advice 
and  counsel  is  sought,  "Look,  we've  studied  this  and  we  have  a  more-educated,  informed 
judgement  to  offer  you." 
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One  other  quote  of  note:  Charlie  Peters,  editor  of  the  neo-liberal  Washington  Monthly, 
certainly  not  a  right-winger,  "AARP  is  becoming  the  most  dangerous  lobby  in  America." 

Now  back  to  the  most  political  of  all,  according  to  the  ACU  Chairmaa  The  NCSC  was 
founded  in  1961  as  Senior  Citizens  for  Kennedy- Johnson,  with  support  from  labor  unions 
and  the  Democratic  National  Committee,  according  to  a  St.  Petersburg  Times  article, 
October  9, 1994. 

A  look  at  the  1991-92  election  cycle  reveals,  as  Mr.  Keene  alleged,  their  PAC  gave  only  to 
Democrats,  $221,750  to  74  candidates.  To  Republicans?  Nothing. 

Their  independent  ejq)enditures  Mr.  Keene  referenced  totaled  $107,243.  $26,455  went  to 
help  candidate  Bill  Clinton,  and  half  of  the  entire  amount,  $53,099,  to  Senator  Harris 
Wofiford  (D-Pa.).  The  remaining  $27,689  went  to  help  seven  other  candidates.  All  seven 
were  Democrats. 

Even  in  their  total  $12,608  worth  of  expenditures  against  candidates,  not  one  penny  went 
to  oppose  a  Democrat! 

What  does  this  have  to  do  with  Seiuor  Citizens?  Not  a  lot,  I  think.  Just  a  group  using 
taxpayers'  money  to  advance  their  views. 

You  see,  other  free  enterprise,  conservative  Seniors*  groups  support  a  Balanced  Budget 
Amendment,  as  do  a  majority  of  Seniors.  NCSC  does  not 

These  groups  opposed  the  1993  Clinton  budget  with  its  specific  tax  hike  on  Seniors' 
benefits.  NCSC  supported  Clinton's  budget.  That's  fine.  Just  don't  do  it  with  tax  dollars, 
as  Mr.  Je£ferson  would  probably  say. 

What  does  NCSC  do  other  than  provide  "part-time  work  for  needy  Seniors"  and  also  own 
a  for-profit  housing  corporation  in  Honda?  From  their  gross  $71,630,109  total  revenues  in 
1992,  NCSC  spent  $66,219,232  on  "Senior  Citizens  community  service  employment 
program  which  provides  part-time  work  for  needy  Senior  Citizens"  (Part  HI,  section  d, 
page  2  of  tax  return).  That's  the  only  explanation  of  how  NCSC  spent  the  entire 
$66,219,232!  Yet,  according  to  the  GAO,  there's  no  audit! 

Of  the  remaining  $5  million,  salaries  accounted  for  $3,754,113,  while  travel  expenses 
accounted  for  a  wiiopping  $671,899.00. 

Do  they  politic  along  the  way?  You  be  the  judge.  Look  at  NCSCs  phone  bill  alone  for 
1992.  $124,013,  or  over  $10,000  a  month.  That's  a  lot  of  phoning,  in  the  name  of  job 
searching  for  Seniors. 
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About  the  time  of  Mrs.  Clinton's  Health  Care  Bus  Tour,  the  press  reported  that  NCSC  had 
held  3(X}  seminars  in  35  states.  Those  seminars  probably  corre^x>nd  on  a  map  pretty 
closely  with  the  bus  route  taken. 

Here's  why  I  suggest  the  bus  tour  and  300  seminars  in  35  states  connection: 

Last  July  (1994),  at  a  three-day  conference  here  in  Washington,  the  NCSC  had  a  political 
operation  so  high-tech  and  sophisticated  it  would  turn  old  can^aign  managers  green  with 
envy,  or  make  the  perpetrators  blush  with  embarrassment  to  see  the  operation  publicized, 
to  wit:  a  bank  of  computers  with  carefully  written  insttiicdons  r^arding  a  "Special  Health 
Care  Letter." 

Seniors  were  told:  "to  make  it  as  easy  as  possible  for  you  to  write  to  your  Senators  and 
your  Representative,  we  have  composed  a  very  special  three-paragraph  letter  that  can  be 
written,  by  computer,  here  at  the  NCSC  Legislative  Conference,  (but  will  look  as  though 
vou  wrote  it  at  homeV.  emphasis  added.  Further,  "prick  your  fevorite  paragraphs,  one, 
two,  three  —  and  the  type  &ce  you  want  to  use,  the  NCSC  computers  will  do  the  rest  for 
you!"  Fill  in  your  Congressional  Representative's  name  and  Congressional  District  (CD). 
If  you  don't  know  your  CD,  "we  can  find  it."  "Please  do  not  mail  the  letter.  NCSC  will 
take  care  of  getting  it  to  the  Bus  CaravarL"  These  letters  are  available  for  the  record.  Is 
NCSC  guilty  of  using  fedd^  funds  to  lobby  Congress? 

Incidentally,  the  next  three-day  NCSC  Regional  Conference  will  be  March  26-29,  1995,  at 
the  Trump  World  Casino  and  Resort  in  Atlantic  City. 

Usng  federal  fimds  (taxpayers'  nx>ney)  to  lobby  Congress,  is  a  practice  Thomas  Jefferson 
found  abhorrent. 

Here's  what  NCSCs  own  internal  1994  NCSC  Audit  Review  Committee  report  had  to  say 
about  reliance  on  federal  flmds. 

"We  feel  that  we  will  be  remiss  in  our  reqx>nsibilities  if  we  did  not  make  some  points  we 
believe  are  of  considerable  importarKe  to  the  fixture  viability  and  effectiveness  of  the 
National  Council  of  Senior  Citizens.  The  heavy  reliance  on  governmental  (read  taxpayers* 
money)  grants,  such  as  torn  the  Department  of  Labor  and  the  Environmental  Protection 

Agency poses  a  potential  danger  in  the  long  term  structure  of  NCSC.  Absent  such 

grants,  the  Council  would  be  unable  to  continue  its  current  level  of  operations  without 
seeking  new  revenue  sources.  The  assumption  of  ofiSce  by  an  unfiiendlv  federal 
administration  at  some  fiiture  date  could  very  well  deliver  a  crippling  blow  to  NCSC." 

Let  me  read  that  again.  "The  assumption  of  office  bv  an  unfiiendlv  federal  administration  at 
some  future  date  could  very  weU  deliver  a  crippling  blow  to  NCSC."  The  ARC  suggests 
therefore,  that  a  leading  priority  of  the  Council  should  continue  to  be  building  of  an  ever 
expanding  membership  base." 
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With  respect  to  the  Senior  AIDES  program  the  same  Audit  Review  states  "the  ARC  shares 
with  NCSC  and  the  US  Department  of  Labor  a  concern  about  the  &ilure  of  some  Senior 
AIDES  sub  recipients  to  comply  with  terms  of  the  Single  Audit  Act."  The  ARC  report 
goes  on  to  state  that  at  one  time,  30  recipient  sites  were  not  in  compliance,  down  to  only 
six,  progress  that  is  "significant  in  view  of  the  Labor  Department's  earlier  comments  that 
without  such  improvement,  NCSC  could  have  £iced  a  liability  in  excess  of  $8  millioa" 

Is  there  a  need  for  an  independent  audit?  Most  definitely. 

What  a  testament  to  the  need  for  a  line-item  veto. 

Do  Senior's  groups  have  common  ground  on  which  to  meet?  Yes,  if  politics  did  not  rear 
its  head,  in  my  estimatioa  Clearly,  60/Plus  holds  dear  several  issues  of  importance  to 
Seniors  and  their  children  and  grandchildren,  besides  a  balanced  budget.  I  mentioned  about 
a  half  dozen  at  the  start  of  my  testimony. 

In  conclusion,  is  there  any  alternative  to  this  pattern  of  taxpayer  subsidies  for  overtly 
political  advocacy  groups?  Yes,  self-help. 

People  within  the  charitable  field  point  almost  invariably  to  Alcoholics  Anonymous  as  the 
uhimate  example  of  the  self-help  movement.  The  AA  curremly  serves  one-million 
members  as  an  alternative  way  to  go. 

Let  me  digress  one  second  here  to  humbly  pay  my  respects  to  the  recent  tra^c  loss  of  a 
daughter  by  Senator  and  Mrs.  George  McGovem  to  this  terrible  addiction.  I  thank  God 
daily  that  one  of  my  own  sons  has  day-by-day,  for  over  two  years  now,  won  his  batde  with 
this  disease. 

In  a  1941  article  in  the  Saturdcy  Evening  Post,  Jack  Alexander  described  AA's  structure: 
"There  are  no  salaried  organizers,  no  dues,  no  officers,  and  no  central  control.  Locally,  the 
rents  of  assembly  halls  are  met  by  passing  the  hat  at  meetings.  In  small  communities,  no 
collections  are  taken,  as  the  gatherings  are  held  in  private  homes.  A  small  office  in 
downtown  New  York  acts  merely  as  a  clearinghouse  for  informatiorL** 

Fifty-four  years  later,  in  1995,  the  AA  still  has  the  same  structure.  Members  are  not 
allowed  to  make  contributions  of  more  than  $1,000  a  year  nor  leave  more  than  $1,000  in 
their  wiUs.  The  AA  once  returned  a  check  for  $125,000  to  a  deceased  member's  estate, 
"Money  would  divert  us  fix}m  our  primary  misaon  which  is  to  cure  alcoholics,"  said  a 
spokesman  in  the  New  York  office.  In  the  tradition  of  the  organization,  he  wished  to 
remain  anonymous. 
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In  coQclusion,  to  all  the  nonprofit  groups,  I  recommend  the  words  at  the  turn  of  the 
century  by  one  of  labor's  best  Imown  organizers,  the  renowned  Samuel  Gompers,  who 
said,  "If  we  have  a  good  product  and  we  sell  it  honestly  and  weQ,  the  public  will  flock  to 
our  cause."  In  that  same  spirit,  Sharon  Percy  Rockefeller  recently  assated,  over  possible 
loss  of  government  fiinds  for  public  broadcasting:  "We'll  not  only  survive,  but  we'll 
prosper."  If  you  have  a  sellable,  program,  the  public  will  support  you.  A  commendable 
goal  for  others  to  follow. 

Thank  You, 


*  NCSC  used  two  votes  which  6(VPlu8  could  not  compute  as  "Seniors"  issues:  the 
Striker  Replacement  and  Motor  Voter  bills,  the  former  clearly  union-endorsed  and 
obvious  to  NCSC  with  its  union  support  from  its  founding  in  1961,  the  latter,  an 
Administration  bill,  an  unfunded  mandate  piece  of  legislation  now  being  challenged 
in  California. 

Senator  Frist.  I  apologize  for  the  time  constraints,  but  hopefully 
we  do  have  time  for  a  few  questions. 

I  would  like  to  just  begin  with  one  question  of  Mr.  Gross.  In  your 
testimony  you  say,  and  I  quote,  "There  is  a  mental  block  among 
politicians  based  on  tradition  to  implement  what  many  of  them 
know  has  to  be  done."  As  you  know,  the  House  last  night  passed 
its  balanced  budget  amendment.  How  much  confidence  do  you  have 
that  that  is  going  to  help  to  be  able  to  make  these  very  tough  deci- 
sions that  have  to  be  made? 

Mr.  Gross.  The  balanced  budget  amendment  will  be  a  good  dis- 
cipline, which  is  good,  but  I  don't  see  the  will  of  the  House  or  the 
Senate  in  doing  the  radical  surgery  that  is  necessary.  Otherwise, 
you  are  going  to  have  to  keep  revisiting  these  problems.  The  Cabi- 
net agencies  have  to  be  changed.  The  personnel  has  to  be  reduced. 
A  dozen  to  15  programs  have  to  be  eliminated. 

We  need  a  different  kind  of  government.  Had  we  had  a  par- 
liamentary system,  this  wouldn't  have  happened.  I  prefer  our  sys- 
tem of  separation  of  powers,  but  it  has  created  a  lot  of  problems. 
That  is  why  we  have  job  training  programs  in  14  agencies,  why  we 
have  Indian  programs  in  12  agencies,  coastal  waters  in  5  agencies. 

What  happens  is,  in  a  parliamentary  system,  the  minister  of 
labor  says  we  don't  need  another  job  training  bill.  But,  here,  the 
bureaucracy  and  the  Congress  don't  really  speak  to  each  other.  The 
bills  are  passed  and  bureaucracies  are  set  up.  So  I  think  we  need 
a  kind  of  interlocking  agency  that  says  we  don't  need  another  job 
training  bill. 

But  aside  from  that,  I  believe  that  a  revolutionary  spirit  is  the 
only  thing  that  is  going  to  save  the  government  of  this  Nation,  and 
I  see  it  here  and  there  in  the  House  and  the  Senate,  but  there  isn't 
yet  a  full  determination  to  upset  the  apple  cart.  So  traditional 
thinking  is  going  to  destroy  us. 

Senator  Frist.  Chairman  Domenici? 
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Chairman  DOMENICI.  Mr.  Martin,  would  you  go  back  to  the  non- 
profits that  you  claim  get  Federal  Government  money  and  read  me 
that  excerpt  again  about  job  training  and  other  things?  You  men- 
tioned AARP,  and  you  said  that  is  not  a  lot  of  their  budget  because 
they  are  so  big. 

Mr.  Martin.  It  is  about  25  percent. 

Chairman  DOMENICI.  How  much  do  they  get,  and  for  what? 

Mr.  Martin.  It  varies  from  year  to  year.  The  last  figures  I  have, 
Senator,  were  for  1992  and  they  were  about  $85.9  million. 

Chairman  DOMENICI.  Now,  for  what  do  they  get  those  funds? 

Mr.  Martin.  Well,  I  have  got  a  couple  of  articles  here  for  the 
record  talking  about  the  job  training  programs  specifically. 

[The  articles  referred  to  follows:] 
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Why  the  mighty  AARP  spends  as  much 

furnishing  its  offices  as  it  does  on 

programs  to  help  the  elderly 

by  Christopher  Georges 


/^1     1     "K    /r  rr^he  American  Association  of  Retired  Per- 

(  J  Nl  l\/lr^t^P^T7  I  sons  (AARP)  receives  approximately 
VyiVJ'  lYlwliV^  y  .  X  $75  million  annually  from  the  federal 
•  government  to  run  a  pair  of  job  training  and 
placement  programs  for  older  Americans — 
two  of  the  largest  of  their  kind.  A  recent  phone 
call  to  AARP's  Washington.  D.C.,  headquar- 
ters to  inquire  about  enrollment  in  the  pro- 
grams led  to  the  following: 

The  caller,  after  unsuccessfully  attempting  to 
explain  the  programs  to  two  befuddled  recep- 
tionists, was  bounced  to  Jack  Everett,  an  offi- 
cial in  the  organization's  Senior  Employment 
Office,  who  cheerfully  explained  that  AARP 
offers  no  federally  funded  job  placement  or 
training  programs.  Everett  suggested  calling 
the  Department  of  Labor  (the  agency  that  pays 
AARP  $52  million  to  run  one  of  the  programs) 
for  help.  He  also  offered  other  ideas,  like.  'Try 
the  phone  book  under  the  senior  citizens  sec- 
tion," and  suggested  contacting  the  National 
Council  on  Senior  Citizens,  another,  smaller 
advocacy  group  for  older  Americans.  He  even 
threw  in  some  job-training  advice:  "You'll 
need  a  resum6.  That's  always  a  good  first 

step " 

Everett's  not  alone.  Similar  inquiries  at 
AARP  offices  in  major  cities  in  16  states 
turned  up  like  responses:  Only  six  of  the  of- 
fices were  aware  that  these  programs  even  ex- 
ist, although  AARP  literature  boasts  that 
they're  offered  at  108  sites  across  the  nation. 
One  office  suggested  calling  Elder  Temps,  a 
privately  run  job-placement  firm.  Another  ad- 
vised calling  the  Jewish  Council  for  the  Aging. 
Several  others  suggested  enrolling  in  an  AARP 
job  search  workshop  and  seminar — for  a  fee  of 
$35^ 

Chruiophtr  C*orttt  il  an  tdiior  of  Tbc  Wuhiogloa  Monihly.  Kt- 
ttaitk  auiuoHc*  wot  fiovidtd  hy  Gni  Bolofna. 
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In  a  way,  those  phone  calls  distill  what's 
wrong  with  AARP.  one  of  America's  largest 
and  most  influential  nonprofit  organizations: 
In  its  brochures,  it's  dedicated  to  helping  se- 
niors work,  play,  and  wield  power.  In  real  life, 
however,  helping  itself  seems  to  be  Job  One. 
"It's  no  more  than  a  big  business,"  grumbles 
Virginia  Fine,  who  until  last  year  was  an  offi- 
cer of  a  California  AARP  chapter.  "The  whole 
Washington  operation  is  simply  geared  toward 
making  money."  A  close  look  at  the  mammoth 
nonprofit's  Washington  command  central  of- 
fers a  fair  amount  of  evidence  to  back  Fine's 
charge.  In  1990,  for  example,  AARP  spent 
about  as  much  on  office  furniture  and  equip- 
ment as  it  did  on  programs  to  help  its  33  mil- 
lion elderly  members. 

The  world  according  to  AARP 

Why  should  you  care?  If  you're  over  50, 
odds  are  you're  a  member:  More  than  half 
the  over-SO  population  has  paid  the  $S  dues 
to  belong.  Next  to  the  Catholic  Church,  it's 
the  largest  membership  organization  in 
America.  But  even  if  you're  not  an  AARP 
card-carrier,  you're  paying  for  the  organiza- 
tion's extravagance  anyway,  because  AARP 
receives,  in  addition  to  its  federal  grants,  a 
federal  subsidy  equivalent  to  nearly  $20  mil- 
lion a  year. 

Of  course.  AARP's  nonprofit  status  also 
grants  it  something  money  can't  buy — the  trust 
of  millions  of  older  Americans:  trust  to  repre- 
sent their  interests  in  Washington,  to  sell  them 
wonhy  products,  and  to  use  their  dues  and  fees 
in  their  best  interest.  For  most  of  the  organiza- 
tion's 34  years,  the  media  and  AARP  members 
have  accepted  that  trust  at  face  value.  But  a 
peek  at  AARP's  finances  and  lobbying  efforts 


suggests  that  this  trust  may  not  always  be  well- 
earned. 

AARP  describes  its  mission  as  threefold:  to 
lobby  on  behalf  of  seniors;  sell  them  products 
and  offer  them  discounts  on  other  goods  and 
services;  and  provide  them  with  the  chance  to 
both  volunteer  their  services  and  benefit  from 
the  volunteer  work  of  others.  For  their  $5  in- 
vestment, members  get  an  assortment  of  good- 
ies: a  subscription  to  Modern  Maturity, 
AARP's  bimonthly  magazine  (far  and  away 
America's  largest,  with  a  circulation  five  times 
that  of  Time);  discounts  from  car  rental  compa- 
nies, major  hotel  chains,  airlines,  and  on 
American  Express  travel  packages;  and,  of 
course,  the  opportunity  to  save  money  on 
health  insurance,  prescription  drugs,  and  other 
products  sold  by  AARP. 

And  sell  it  does.  AARP's  nine  business  en- 
terprises sustain  a  cash  flow  of  about  $10  bil- 
lion annually  and  revenues  of  nearly  $300  mil- 
lion, with  the  greatest  portion  coming  from 
AARP's  centerpiece  enterprise:  group  health 
insurance.  With  more  than  5  million  policy 
holders,  it's  the  largest  of  its  type.  Last  year, 
AARP  profited  nearly  $100  million  from  this 
business  alone.  AARP's  only  role  in  selling  the 
policies  is  as  a  middleman:  AARP's  partner. 
Prudential  Insurance,  offers  the  policies,  which 
are  promoted  through  AARP  publications  and 
direct  mail  solicitations.  For  every  {>olicy  sold, 
AARP  receives  a  4  percent  administrative  al- 
lowance simply  for  collecting  the  premium 
and  passing  it  on  to  Prudential. 

AARP's  mail-order  pharmacy,  one  of  the 
nation's  largest,  brings  the  organization  about 
$3  million  per  year.  Its  direct  mail  operation  is 
so  massive  that  AARP  sends  more  than  1  per- 
cent of  the  entire  nation's  nonprofit  third-class 
mail.  Add  to  this  the  $100  million  it  collects 
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each  year  in  membership  dues  and  the  interest  on 
about  $50  million  from  Treasury  bills,  and  tofal  an- 
nual revenues  add  up  to  about  10  times  the  take  of 
the  United  Way. 

The  United  Way:  Come  to  think  of  it,  the  compar- 
ison doesn't  end  there.  AARP  devoted  about  S30 
million  last  year,  and  just  $14  million  in  1990.  to  pro- 
grams aimed  at  directly  assisting  the  elderly — a  pit- 
tance compared  to  the  funds  it  lavished  on  itself.  Per- 
haps the  most  conspicuous  symbol  of  AARP's  use  of 
resources  is  its  new  IC-story  Washington  headquar- 
ters. Leased  for  about  $16  million  a  year,  the 
500.000-square-foot  building  is  one  of  Washington's 
most  alluring.  Fellow  lobbyists  refer  lo  the  structure 
as  the  'Taj  Mahal";  The  Washington  Post's  architec- 
ture critic  described  it  last  year  as  "a  knockdown  sur- 
prise, a  classical  package  whose  odd  vigor  is  at  once 
apparitional  and  relentless." 

It's  little  wonder  he  was  impressed^  The  structure, 
crowned  with  a  medieval-style  turret,  boasts  a  state- 
of-the-art  radio  and  TV  broadcast  studio,  a  fitness 
center,  and  a  beautifully  appointed  marble  lobby.  Of- 
fice lights  are  guided  by  motion  sensors:  even  the 
stairwells  are  wallpapered  and  carpeted. 

Nor  was  expense  spared  in  furnishing  the  thing. 
Dozens  of  mahogany  bookcases  costing  $1,800  each, 
for  example,  are  built  in  throughout,  and  stained- 
glass  windows  adorn  every  floor.  Total  costs  for  fur- 
nishings and  equipment  came  to  $29  million  in  1990. 

"Even  people  here  wonder  if  it's  proper  for  a  non- 
profit for  the  elderly  to  be  housed  this  way,"  says  one 
AARP  insider.  As  for  the  old  furniture,  it  now  sits 
idle  in  a  Virginia  warehouse  rented  at  AARP  ex- 
pense. AARP  officials  defend  the  costs,  saying  that 
they  sought  to  construct  a  building  that  would  last  for 
years  to  come.  Also,  they  say,  internal  calculations 
showed  that  moving  the  old  furniture  to  the  new 
building  would  have  cost  just  as  much  as  the  new 
decor. 

Still,  the  decor  is  chump  change  compared  to  the 
$43  million  spent  on  salaries  for  the  1,100  headquar- 
ters employees.  'There  are  layers  of  people  here, 
many  of  whom  have  little  or  nothing  to  do,"  says  one 
D.C.  insider.  Busier,  apparently,  are  the  organiza- 
tion's lawyers.  AARP  pays  out  nearly  $2  million  an- 
nually in  lawyers'  fees,  which  is  more  than  it  devotes 
to  all  but  four  of  its  more  than  a  dozeq  elderly  assis- 
tance programs.  AARP,  in  fact,  retains  two  sets  of 
lawyers:  an  in-house  counsel  and  a  team  of  lawyers 
from  the  New  York  firm  of  Miller,  Singer,  Raives. 
and  Branden.  The  two  lead  attorneys,  Alfred  Miller 
and  Lloyd  Singer,  have  been  closely  associated  with 
AARP  since  1971,  when  the  furo  was  formed  specif- 
ically to  provide  legal  counsel  to  the  organization. 
Former  AARP  executive  director  Jack  Carlson,  who 


was  fired  after  a  15-wcek  tenure  in  1987  following  a 
dispute  with  the  board  of  directors,  explains  that  the 
lawyers'  roles  range  from  overseeing  the  business 
enterprises  to  monitoring  committee  meetings.  "They 
permeate  the  whole  organization."  Carlson  says. 
"There's  a  heavy-duty  orienution  to  the  commercial 
side  and  they  didn't  want  anyone  to  come  in  and  sab- 
otage it." 

Overseeing  the  empire  today  is  executive  director 
Horace  Deets.  a  former  Jesuit  priest  who  joined 
AARP  in  1975.  He  is  described  as  a  low-key  leader 
who  travels  frequently  and  who  views  his  mission  as 
decentralization  of  AARP  and  "intergenerational  ex- 
pansion" (that  is,  recruiting  younger  members).  His 
salary  is  $200.000 — not  in  the  Aramony  stratosphere, 
but  at  the  high  end  of  the  spectrum  of  nonprofit  exec- 
utives' salaries.  Deets  reports  to  a  15-member  board 
of  directors  and  six  national  officers — all  of  whom 
are  unpaid  volunteers  with  roles  limited  mostly  to 
making  ceremonial  appearances  at  functions  repre- 
senting AARP,  attending  conventions,  and  sitting  on 
various  committees  that  oversee  AARP's  commercial 
enterprises.  Board  members  and  about  250  other  top- 
level  volunteers  scattered  throughout  the  country  en- 
joy expense  accounts,  free  travel,  and  other  perks  that 
were  worth  about  $1 1  million  in  1990  alone. 

Back  in  Washington,  the  1,100  paid  staffers  are 
apparently  not  enough  to  get  the  job  done  at  AARP- 
central.  Every  year,  nearly  $10  million  is  doled  out  to 
an  army  of  consultants  brought  in  to  write  public 
opinion  polls,  newsletter  copy,  and  radio  scripts  and 
to  perform  other  odd  jobs,  like  providing  "media 
training"  to  top-level  volunteers  preparing  for  radio 
and  television  appearances.  AARP  officials  say  they 
are  unsure  how  many  consultants  are  hired  each  year. 
but  insiders  place  the  number  in  the  hundreds.  Last 
spring,  AARP  paid  nearly  52  million  to  a  consulting 
fuTO  to  run  an  in-house  workshop  called  "communi- 
cating with  co-workers."  Another  consulting  firm. 
Synectics  oC  Cambridge.  Massachusetts,  was  called 
in  to  instruct  AARP  employees  on  how  to  better  pro- 
vide input  on  projects  and  set  priorities  in  the  office. 
The  amount  Synectics  received  is  unknown,  but  it 
was  enough  to  prompt  the  firm  to  set  up  a  satellite  of- 
fice in  Alexandria  to  serve  AARP.  And  last  July,  as 
staffers  prepared  to  move  from  the  old  AARP  build- 
ing to  the  new  headquarters,  more  hired  guns  were 
ushered  in — in  this  case  to  help  train  employees  in 
how  to  pack  their  belongings  into  boxes  for  moving. 


Hot  for  profit 


While  the  Washington  crowd  enjoys  the  riches  of 
the  organization,  the  level  of  support  that  flows  back 
to  members  is  rather  paltry.  Of  the  approximately 
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$30  million  spent  assisting  the  elderly  in  1991,  $4 
million  went  to  coordinate  programs  such  as  educa- 
tional forums  and  diet  and  exercise  activities,  $4  mil- 
lion was  spent  on  the  biennial  convention,  and  $3.7 
million  was  devoted  to  "education  of  older  workers 
and  employers  in  matters  of 
obtaining  employment  .  .  . 
keeping  employment  and  re- 
tirement planning."  With  re- 
spect to  the  last  program,  what 
AARP  neglects  to  mention  in 
its  public  financial  records  is 
that  it  also  charges  members 
$35  to  enroll  in  such  courses. 

AARP  has  a  penchant  for 
charging  members  for  services. 
One  of  the  organization's  most 
popular  assistance  programs  is 
Its  55/Alive  driving  education 
course  for  seniors.  It  is.  of 
course,  an  important  and  useful 
service,  but  while  AARP 
spends  about  $2.8  million  to 
run  it.  it  also  collects  an  $8  fee 
from  most  of  the  450,000  en- 
rollees. 

Leaders  of  local  AARP 
chapters  across  the  country  also 
charge  that  the  national  office, 
despite  its  bulging  bankrolls, 
does  little  to  support  them  be- 
yond printing  pamphlets  and 
offering  moral  encouragement. 
Many  chapters  hold  bake  sales 
or  fundraisers  to  scrape  up 
money  for  meetings  or  events. 
The  scant  support  shows.  So 
disorganized  were  local  chap- 
ters that  when  phone  inquiries 
were  made  regarding  three  of 
AARP's  most  vaunted  volun- 
teer programs  (legal  aid  ser- 
vices. Medicare/Medicaid  ad- 
vice, and  a  widow  support 
service),  only  about  a  third  of 
the  offices  contacted  had  any 
idea  that  the  programs  exist. 

The  response  wasn't  much  better  when  similar  in- 
quines  were  made  to  the  Washington  headquarters 
about  its  Medicaid/Medicare  assistance  program  and 
the  Financial  Information  Program  (offering  advice 
on  money-related  topics).  In  each  case,  callers  were 
told  that  no  such  programs  exist.  But  inquiries  about 
purchasing  health  insurance  and  prescription  drugs 
were  handled  promptly. 


Another  example  of  AARP's  emphasis  on  profits 
over  service  occurred  last  year  when  chapter  officer 
Virginia  Fine  of  the  Sacramento,  California,  AARP 
asked  AARP's  national  office  for  a  list  of  all  AARP 
members  in  her  region  in  an  attempt  to  encourage 


Pnolo/J*nnil*r  J  PuOoOy 

The  lobby's  lobby:  AARP's  swank  new  digs 


members  to  become  more  active  in  the  local  chapter 
AARP  refused  to  release  the  list,  saying  it  was  confi- 
dential. Eventually  she  and  other  local  leaders  peti- 
tioned the  state  attorney  general  to  force  AARP  to  re- 
lease the  names.  Why  the  hesitancy  from 
Washington?  Its  33-million-name  list  is  the  hean  of 
AARP's  financial  empire;  alone  its  worth  millions  of 
dollars,  since  direct  mail  solicitations  are  the  comer- 
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stone  of  its  fortunes.  So  protective  of  this  list  is 
AARP  that  its  bylaws  call  for  expulsion  or  suspen- 
sion of  any  member  who  releases  **a  complete  or  par- 
tial list  of  members"  without  written  permission  from 
AARP's  president. 


Capitol  crimes 


Of  course,  direct  services  to  the  elderly  aren't 
AARP's  only  game,  as  officials  there  are  quick  to  tell 
you.  AARP's  real  forte  is  helping  its  members  on 
Capitol  Hill.  AARP's  legendary  lobbying  arm.  which 
absorbs  about  S18  million  of  its  budget,  includes  a 
team  of  18  lobbyists  and  researchers  in  its  policy 
shop,  the  Public  Policy  Institute.  As  expected,  chief 
among  AARP's  causes  are  averting  cuts  in  beneHts 
for  the  elderly,  protection  of  pensions,  and  various 
health  care  initiatives.  AARP's  lead  lobbyist.  John 
Rother.  describes  his  team's  lobbying  style  as  "low 
key,"  presenting  carefully  researched  data  rather  than 
holding  press  conferences  or  issuing  "damning  re- 
ports." 

AARP  has  in  past  years  been  charged  with  ne- 
glecting the  elderly  poor  in  favor  of  the  well-to-do, 
who  are  more  likely  to  buy  its  services.  More  and 
more  congressional  aides  and  lobbyists,  however, 
now  credit  AARP  with  placing  greater  emphasis  on 
issues  like  low-income  housing,  as  well  as  reempha- 
sizing  long-time  causes  like  age  discrimination.  So- 


cial Security,  and  consumer-related  issues.  Yet  some 
congressional  AARP  watchers  still  argue  that  the  lob- 
by has  been  conspicuously  silent  in  several  recent 
battles  over  bills  designed  to  assist  the  elderly  thai 
could,  coincidentally.  also  threaten  AARP's  fmancial 
empire. 

>Medigap  insurance  reform:  In  1990.  after  inves- 
tigations into  Medigap  insurance  (policies  designed 
to  offer  seniors  coverage  in  areas  not  covered  by 
Medicare),  Congress,  convinced  that  insurance  sell- 
ers were  swindling  many  seniors  into  buying  protec- 
tion they  didn't  need  or  already  had.  moved  to  clean 
up  the  mess.  The  reform  legislation,  which  called  for 
a  fairer  system  for  seniors  but  a  less  profitable  one 
for  insurance  providers,  won  the  hearty  support  of  all 
seniors  groups — except,  according  to  congressional 
aides  involved  in  enacting  the  legislation.  AARP. 
AARP  officials  today  insist  that  they  fully  backed  the 
legislation.  But  one  senior-level  aide  to  a  congress- 
mon  who  sponsored  the  measure  disagrees.  "They 
met  with  us  and  gave  some  suggestions,  but  most  of 
these  were  on  how  to  soften  the  bill." 

>Prescription  drug  prices:  After  congressional 
hearings  in  1990  found  that  drug  companies  were 
overcharging  Medicare  for  pharmaceuticals,  legisla- 
tion was  introduced  to  force  lower  fees.  The  bill 
aimed  not  only  to  save  the  government  billions  of 
dollars,  but  also  to  help  people  insured  through 
Medicare,  who  often  faced  out-of-pocket  costs  of  50 
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cents  to  a  dollar  per  prescription,  limits  on  the  types 
of  medications  covered,  and  in  some  cases  restric- 
tions on  the  number  of  times  they  could  refill  those 
prescriptions.  The  losers  were,  of  course,  the  drug 
sellers,  who'd  see  their  profit-margins  diminish. 
Again,  full  support  came  from  almost  every  seniors 
group  except— you  guessed  it.  While  Rother  insists 
that  AARP  worked  hard  to  enact  the  bill.  Hill  staffers 
close  to  the  legislation  again  disagree.  "Sure,  we 
wished  AARP  would  have  supported  it.  but  they 
weren't  involved."  says  a  senior  Senate  staff  aide  in- 
strumental in  the  bill's  enactment. 

>Naiional  health  insurance:  Instead  of  endorsing 
any  of  the  nearly  one  dozen  plans  introduced  in 
Congress,  AARP  recently  released  a  preliminary 
draft  of  its  own  health  insurance  plan,  one  it  claims 
IS  best  for  all  Americans,  not  just  the  elderly.  While 
It  includes  a  few  "Canadian-style"  features  like  uni- 
versal long-term  care  coverage,  the  plan  is,  first  and 
foremost,  a  "play-or-pay"  model  that  calls  for  em- 
ployers to  provide  insurance  to  employees  or  pay 
into  a  public  fund.  Employer-based  programs  have 
received  cnticism  from  other  elderly  groups  because 
they  do  less  for  seniors  than  Canadian-style  systems. 
As  a  result,  eldedy  advocates  question  AARP's  mo- 
tives in  eschewing  any  of  the  proposed  Canadian- 
style  plans,  noting  that  an  employer-based  model, 
unlike  nationalized  health  care,  would  allow 
A.\RP's  $100  million  insurance-selling  enterprise  to 
survive. 

If  the  profitmaking  impulse  occasionally  affects 
A.ARPs  lobbying  efforts,  it  also  sustains  the  group's 
flagship  publication.  Modem  Maturity,  which  the  or- 
ganization considers  a  crucial  tool  in  its  mission  to 
educate  seniors.  While  the  magazine  is  filled  with  in- 
nocuous service  pieces,  there  is  a  seamier  side  to  the 
publication,  its  thinly  masked  mission  to  promote 
AARPs  business  enterprises.  A  survey  of  recent  is- 
sues showed  that  on  average  more  than  a  third  of  the 
advenising  inches  promoted  AARP-sponsorcd  prod- 
ucts or  services  offered  by  its  discount  panners.  In 
fact,  about  one  in  every  10  pages  featured  an  ad 
pushing  an  AARP  product.  (Competing  products  and 
services  almost  never  appear  in  the  magazine.) 

Of  course.  Modem  Maturity  doesn't  run  articles 
that  outnghi  endorse  any  of  AARP's  products  or  ser- 
Mces.  Instead,  what  you'll  find  on.  say,  the  page  op- 
posite the  health  column  is  a  full-page  ad  for  the  or- 
ganization's insurance  plan.  And  while  articles 
offering  advice  on  how  to  wisely  invest  money  don't 
make  specific  mention  of  AARP's  investment  service 
(and  of  course  omit  mention  of  other  plans,  no  matter 
how  highly  rated),  they  do  appear  close  to  ads  for 
AARPs  Scudder  investment  plan.  "They  wouldn't 
wnte  a  piece  on  a  trip  to  the  Second  Coming  unless  it 


was  operated  by  American  Express  tours,"  says 
Leonard  Hansen,  a  New  Orleans-based  syndicated 
columnist  on  elderly  affairs. 

You  might  think  some  of  AARP's  members  would 
get  wise  to  self-promotion  like  this  and  do  something 
about  it.  But  while  there  are  nearly  4.000  local 
AARP  chapters  across  the  nation,  each  with  its  own 
elected  leadership,  members  have  little  voice  in  set- 
ting AARP  policy.  Washington  keeps  a  tight  grip  on 
the  selection  of  both  regional  and  state  leaders.  State 
directors,  area  vice  presidents,  and  state  coordinators 
are  ail  appointed  by  AARP's  Washington-based  ex- 
ecutive committee.  In  the  past,  members  attempting 
to  assert  their  own  opinions  on  political  issues  have 
faced  the  wrath  of  the  Washington  office.  Ted  Ruhig. 
who  served  several  terms  as  an  officer  of  AARP~s 
Carmichael,  California,  chapter,  was  a  regional  direc- 
tor of  AARP's  voter  education  drive  in  1989.  Unhap- 
py with  AARP's  position  on  catastrophic  care  legis- 
lation, Ruhig  spoke  out  publicly  against  the  lobby.  A 
few  weeks  later,  he  received  a  letter  from  the  Wash- 
ington headquaners  thanking  him  for  his  years  of  ser- 
vice to  AARP  and  dismissing  him  from  his  leader- 
ship post. 

"Occasionally  we  have  to  terminate  people." 
Rother  explains,  "although  it's  not  a  pleasant  thine  to 
do." 

Elder  hostile 

From  the  headquaners  to  the  magazine.  AARP 
seems  a  lot  more  of  a  business  than  a  charity  or 
grassroots  lobby.  In  fact,  the  organization  has  in 
many  respects  evolved  into  a  giant  merchandising 
company  that  taxpayers  subsidize  to  the  tune  of  mil- 
lions of  dollars.  "If  I  could.  I'd  walk  into  AARP  and 
immediately  shift  the  money  around,"  Kurt  Vondran. 
a  lobbyist  with  the  National  Council  on  Senior  Citi- 
zens, says  enviously,  thinking  of  the  services  and  pro- 
grams that  could  be  created  with  that.^lorious  $300 
million  budget. 

Of  course,  Vondran's  wishes  aside,  AARP  doesn't 
have  to  chuck  the  mahogany  bookcases,  the  box- 
packing  consultants,  the  51 1  million  executive  perks. 
or  the  selling  obsession.  It  doesn't  have  to  stan  func- 
tioning as  a  nonprofit,  running  programs  on  behalf 
of  the  seniors  it's  chartered  to  serve.  There's  another 
reasonable  option.  AARP  can  keep  on  peddling 
those  products  and  living  as  baroquely  as  it  likes 
— ^just  as  long  as  it  drops  the  charitable  cover  and 
pays  its  taxes  like  other  American  businesses.  Thaid 
mean,  hmmm,  millions  of  dollars  saved  every  year 
by  the  federal  government — probably  a  bigger  help 
to  America's  older  people  than  the  AARP  will  ever 
be. 
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Grant  Children 


XICH    LOWRY 


Washington,  D,C. 

LAWKENCE  Smedley.  exacutiva 
director  of  the  National  Co^incil 
of  Senior  Citizens,  held  a  joint 
pi'SBS  conference  with  Seaator  Chuck 
Robb  (D.,  Va.)  last  October  to  offer  hia 
endorsement.  Ollla  North  had  juat 
Buggistsd  that  perhaps  Soci^  S^urii^ 
ahoiild  ba  voluntary,  and  Smedley  was 
hitting  hard:  North's  proposal  "would 
undoubtodly  bring  biick  to  Virginia 
and  the  nation  old-a^  poorhouaes." 
The  endors«jment  got  good  play  in.  the 
press.  An  anchor  of  a  Washingtoji-are£ 
TV  gtation  reported,  "Rpbb  made  it 
clear  today  that  ha'«  a  true  friend  of  a 
notional  MSniyr  citizens*  group."  The 
«v«nt  was  typical  ftlttction-yeor  scare* 
mongtnng  on  Social  Security,  with 
onu  exception:  it  might  not  have  been 
pobttible  without  your  tax  dollxu^. 

In  1993  tho  National  Council  of 
Senior  Citizenn  (NCSC)  rocoWad  96  per 
cent  of  itH  income  ft-cm  tha  Federal 
G<jvemment;  witl^out  taxpayers*  mon* 
ey,  there  pi'obubly  w(mld  have  been  no 
"^national  »jemi)r  ciLizenu'  group"  to  en* 

Mr,  Ltmr/  in  Nit V  nalinnttl  fMlUkal  reporter. 


dorse  Hobb,  or  do  anything  else.  Since 
ita  founding  in  1961  to  help  paaa 
Medicare,  the  NCSC  has  received  hxin- 
dred«  of  Tni'l)<nn^  of  doUare  &oal  thd 
U.S.  Gov^mmeut.  The  tlmda  go  pri- 
marily to  ruA  a  jobs  program  for  the  el- 
deriy  poor  and  to  huUd  and  manage 
housing  for  secdor  citiz&ciii.  But  the 
grants  also,  at  least  indirectly,  help 
support  political  activism-  The  NCSC 
baa  dose  tiea  to  the  labor  wing  of  the 
Democratic  Party  aad  znak^s  no  boned 
about  its  politics.  TlkO  group  haa  called 
the  Contract  with  America  an  "flco- 
nomio  suidde  pact,"  campaigned  in 
favor  pf  the  Clinton  heali^'car«  bill, 
and  ld6nti£ed  congressional  votes 
against  NAFTA  and  fbr  a  ban  on 
fitrliier  replacements  as  ^ro-senior  * 

For  the  Left,  govermoent  zno&ey  for 
y/^rything  from  job  training  to  arcon^ 
educaHonal  researdi  provide  a  ba^e 
fbr  other,  more  p&riisan  endeavors. 
The  funding  allows  them  to  build  up 
ac^viata,'  says  David  Keene  of  the 
Ammcan  Conservatiye  Union.  ''It 
gives  them  some  place  to  ait  and  pub 
their  farm  team  together,"  Their  ad- 
versaries on  the  Eight  ei^'oy  no  similar 
advantages;  as  a  matter  of  principle, 
tha  NCSC'a  conservative  coujaterparts, 
tha  Seniors  Coalition  and  United 
Seniors  Aasociation,  take  no  govem- 
ment  funding.  "Conservatives  have  to 
go  otit  and  raise  all  this  money,"  says 
ftrzner  Reagan  of&dal  Don  Devine, 
Svhile  the  other  guys  juat  walk 
through  the  door  of  a  government 
agency."  Keene  and  Devine  are  orga- 
nizing regular  meetings  of  conserva- 
tive groups  to  identiJEy  the  sources  of 
the  most  egregious  govornment  grants; 
they  will  then  push  Congress  to  tuxA 
o£r  the  apigotj;. 

This  is  not  a  new  battle;  it  was 
(ought  before,  and  lost,  during  the 
Heagan  Administration.  Thi  diSerence 
this  time  is  that  Republicans  control 
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the  House.  In  the  1980fl  mora  than  one 
Cabiiifit  secretary  waB  fihocW  to  dis- 
cover thit  his  departraent  vvaa  funding- 
Iflftiafc  acHvisoa,  buk  waa  prevenie^ 
from  doinj  smything  about  it  by  an 
appropriations  subcominittee  chair- 
m4a  with  a  «tak«  in  the  status  quo. 
Today,  Eouaa  Appropriations  Com- 
mittee Chairman  Bob  Livingston  (H., 
La.)  aays  he's  anxious  to  hear  the  hor- 
ror atorles,  and  the  impending  budget 
flqueei»  me&na  theda  prograiiia — all  of 
which  fall  into  the  diacretionary  part  of 
tha  federal  budget— vrill  be  almost  irra- 
fiiatible  targets. 

THE  trouble  la  finding  them. 
"The  lins  between  the  non- 
profit  sector  and  the  govern* 
meat  is  w  blurred  that  no  <ine  ia  sura 
exactly  how  much  money  ia  at  ataks  or 
how  many  of  these  jftoups  ara  pettin  j 
ftinds,*  jays  Robert  IPambianco  of  the 
Capital  Research  Center.  In  its 
Patterns  of  Corporate  Philanthropy, 
Capital  Research  idfintlfies  some  of 
the  bifs:er  names.  Th©  liberal  Hispanic 
group  National  Council  of  La  Raza 
gats  about  a  quarter  of  its  funding 
from  federal  grants.  The  Slarra  Club 
has  received  money  from  th,t  Natioxial 
Endowment  for  the  Arts,  the  En- 
vironmental Protection  Agency,  and 
the  Department  of  Energy.  In  1890 
Planiled  Parenthood  got  S6  per  cent  of 
its  budget  from  goverxxment  contracts 
and  grantfl.  In  1991  the  Urban  League 
got  more  than  half  of  its  budget  from 
government  contracts. 

But  under  almost  every  federal  rock 
oxawl  smaller  creatures  few  people 
know  about.  Consider  environmental 
spending.  The  U.S.  Fiah  and  Wildlife 
Foundation,  originally  intended  to  be- 
come a  private  entity,  Vva<  turned  Into 
something  of  a  permanent  slush  fund 
for  tha  secretary  of  the  interior;  hunt- 
ing and  fishing  groups  get  money  from 
the  foundation,  and  so  do  groups  like 
the  Environmental  Defense  Fund  and 
the  Audubon.  Society.  This  year,  to  pick 
One  grant,  the  National  Park  Service 


save  $24^,000  to  th«  William  O. 
Douglas  Outdoor  Recreation  Center  in 
Santa  Monica  to  offer  "environmental 
and  multicultural  exbibita  and  actlvi- 
tiea."  The  EPA  gj'vas  grants  to  state 
and  local  govemmants  to  encourage 
volunteer  environmental  monitors — 
Buch  as  San  Francifico  Bay  Keeper,  and 
Wetlands  Watch  of  MinncApoUs— to 
police  their  areas  for  regulatory  viola- 
tions. "It'.g  nearly  impossible  to  find 
seme  of  these  things,  even  in  the  ag^n- 
cea*  budjsts,"  complaina  Robert 
Gordon  of  the  National  Wilderness 
Institute. 

The  cHsat  c^  aQ  this  is  a  piurpetual- 
motion  machine  Ibr  government  ac- 
tivism. With  a  boost  from  federal 
money,  a  group  like  the  NCSC  or  the 
Urban  League  agitatca  for  govemm^at 
support  of  ita  causes,  thereby  pulling 
in  moro  money  to  help  Start  tha  cycl« 
again.  "Xt's  tha  government  perpetuat- 
ing itaelf,"  sayg  Paaibianco.  BreaJdaj 
the  cyde  promises  a  double  payoff  for 
Republicans:  cutting  spending  and  tha 
clout  of  statist  lobbies  in  one  blow. 

The  I^egal  Senricas  Corporation^  long 
a  bane  of  conservatives,  axamplifiaa 
the  political  stakes.  Legal  Service?  gsts 
rougiily  $400  milling  a  year  from  the 
Federal  Government  It  hi  turn  doZea 
the  money  out  to  state  and  local  Itgal 
Organ  jgationg  that  ara  "supposed  to 
help  the  indigent  but  often  end  \jp 
puahlng  liberal  causes.  The  Rcajjan 
and  Buah  Administratinns  damped 
down  on  Legal  Services  through  in- 
creased monitoring  of  grantees,  but  tha 
Clinton  Adminiitralion  h""  eased  th>» 
scrutiny.  Former  nffir^'fl]^  jn  tha  left- 
win^  field  organizationa  that  nesded 
watching  are  now  running  tho  show  in 
Washington  ami  appear  to  have  gutted 
the  old  oversight  medianisms.  "The  re- 
strictiona  against  political  activity  ar« 
meaningless  without  enforcement,"  ex* 
plaina  Ken  Boohm,  a  former  counsel  to 
the  Legal  Services  board,  now  with  the 
National  Legal  and  P<?Iicy  Center,  Th«» 
new  regime  makes  it  even  easier  for 
Legal  Services-funded  operation:?  to 
sue  states  over,  say,  welfare  policy.  If 
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thd  Repxibllcans  don't  get  rid  of  L9gBl 
Services,  they  will  be  handing  respon- 
aibility  for  welfare  refbnn  to  governors 
with  one  hAnd  and  giving  r6i30urt^  tO 
oppoiX4lxts  of  r^fonxx  with  the  other. 

Ilw  puflh  to  detach  left-wing  groupa 
from  government  starts  with  a  rigor- 
ous tpproprlauonfi  process  ia  the 
House.  But  to  justain  it  will  take  two 
broader  cLanges.  •  First,  Eepublicana 
Will  have  to  be  hard-headed  about 
which  programs  they  support 

Under  the  Contract  with  America» 
Kepublicani  plan  to  eliminate  the  ffOOf- 
goo  prevention  provisions  from  last 
year's  Omnibus  Crime  Act.  But  miss- 
ing from  tha  rollbadc  is  the  bm's 
Violence  Against  Women  Act,  the  |1.6- 
billion  bipartiflan  measure  that  creates 
a  new  category  oT  "gender-motivated" 
violence.  Among  other  things,  the  act 
ftmda  federal  domestic-violence  coun- 
selors and  a  Dt^Hniinl  domestic-violence 
botiina.  Ka  no  lecret  wholl  win  the 
grants  to  Implament  such  jtt^grama. 


It's  a  straight  feed  to  the  Left,*  saya 
Barbara  Ledeen  of  the  conservative 
Independent  Women's  Forum,  which 
wants  th«  act  repealed.  The  law  de- 
votes $700,000  to  studying  and  devel- 
oping training  programs  to  avoid  gen- 
der bias  in  the  federal  courts.  "Who's 
going  to  do  gander-bias  trainingT  Miss 
Ledeen  asks.  ''Fsople  lilca  me?^ 

The  second,  znore  important  change 
will  be  shutting  down  as  much  of 
Washington  as  possible.  "Ultimately, 
that^s  the  only  way  the  problem  can  be 
solved,"  says  Constant  Komer,  a 
Health  and  Human  Sexvicss  offldaJ  in 
the  Bwh  Administration,  "short  of 
transforming  the  attitude  of  the  entire 
American  elite,*  When  there's  not  so 
much  money  avaU&ble  in  Wiishington. 
the  bureaucrats  and  intereit  groupe 
will  have  less  day  to  shape  to  their 
ends.  If  the  National  Council  of  Senior 
Citizens  wants  to  run  programa  for  the 
elderly  in  between  f1fl<*!cing  for  the 
Clinton  Administration,  let  it  win  its 
grants  from  the  Topeka  City  CoundL 
Good  luck.  D 
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Run  By  activist'  liberal  staff,  the  American  Asscci3lior 
of  Retired  Persf)ns  ignores  the  cbnservjtiyelMieyvs 
of  its  6Wrr  membership  and  pushes  ha  d  foi! 
higher  government  spending  an|j  higher  tax 

Strenffth&om 
its  gi*ay  roots 


•AAJtPOindorat 


Fofboi  Novel 
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h  i^^AHi.Y  S0%  <>r  Amcfkaiu  liver  ^ 
|>  Uhii;  i<>  iIk  Amcrion  Auociiiiitn 
(> '  Kciifxtl  PcrMint.  AnJ  il>c  33-m3- 
li  mnicnilKrAARrcUinuKitpcA  f<W 
ll  <>!<  wImi  tlon'l  jiitl  as  miicli  as  for 

.  ll  <>j«  wImi  iriii  ilirir  SS  (SI2i>0  fifr 

ll  rcr  ycaf>)  ntciiilirrvliip  Tec,  wlii«:li 

l>  lyn  Mii'li  iicrlis  as  Aaiu*'»  travel. <lik- 

ci  Hints  arxl  Uiw-ciiii  instinncc  pUni. 

*l1ic  claim  iiT  univcnoi  rcprcscnli- 

'  ti  Ht  is  ri);lit  in  the  aart's  innukl' 
Internal  Revenue  Service  Tiling  asla 
Ci-ciempl  Of^nization.  Tlic  orj;*- 
n  7jii<)n  "rcprcacnu  the  irttcrcst'oTill 

0  Ucr  p^reons."  That  claim  is  open  Ut 
u  rious  question,  because  a  lot  ofold- 
c  people  disa^e  with  aaat's  deriiu- 
ti:>n  oT  what's  in  the  best  interest  bT 
UiC  over-60  crowd.  A*  an  organiz^- 
Djn,  M*r  stands  for  more  govern- 

I     nent     spending,     govemmeni>im* 

I*   p  Mcd  bcneriB, 'taxes  and  rcgubiiofJ. 

•;    AAJU>*s  lobbying  sta/T,  headed  1^ 

1  ircCTor  oT  Legislation  and  PubCc 
.Fslicy  John  lUxhcr,  has  plenty  oT 
n  usde  CO  put  behind  its  progranu. 
T  he  AAIU>  had  nearly  S300  million  in 
1  ^0  revenues,  4-1%  of  it  from  spon- 

\$*  ir^p  oT group  health.insurancc  and 

i  o  >ker  sciviccs. ;  Not  the  leu  t  -  of  ai 
^1  nengih  comes  from  the  thrr  t  that  it 
CLn  stir  up. the  gnyhcaJs  tu  tlelugc 
jlapitol  Hill  with  inifr  Icnch.  aau 
.  p  ishct  its  causes  in  "ta  glouy  tii- , 
n  onihly  iragaaiK,  MeJem  ikaturitj 
(lirculacion  22. million).  I  I 
t  Rother's  siaJT  is  hfavily  r^cnuteU 
ft  om  the  ofRcct  oT  liberal  congress-  - 
pen  and  interest  groups  thai  (avor 
hiore  govcnimcnt  spending.' For  ex- 

'  inple,  James  I  Butler,  dircaor  oT^ 
A^Jtr/Voie,  ai  program  designed  lo' 
r  lobilizc  elderly  voters,  spent  25'ycanl 
y  iih  the  National  Education  Assoco- ! 
t  on.' Eight  oT the  22  mFrobenoTthc 

'>MU*'s  bJational  Legislative  Gxmdl! 

°ax  retired  tcacherev  anothcr^S  are; 

'c  ihcr  retired  piiblic  emplo)xei;i  Both- 

'  |l  )c  president -elea  and  vice  prrsidcnf 
c  Camt  arc  retired  leachiers;  the  or^ja- 1 
rization  was  (puxidcd  in  l9S!i  by  a, 
r  :tired  teacher!  Where  are  the  irtimij 

•  business  people,'  yihoK  pudan.'ej 
c  3uld  be  uscruli  Theire  are  a  Tew,  b  jt 

■  I  >ey're  outnurobcrcJ.  '      .   '  . 

'  Kvca  in  dcTcat  this  activist  ctMX  is  . 

.  (  KTiiidaMe.  aXm*?s  'sia/T  suircml  ui 
c  inharrassing  ^iback  iit  Congmt  ^. 

;19«9  u-ith  the  repeal  •i>f, the  M.Kr-'. 

.' I  ackcd ■  Medicare,  Calajliviphic  Oiv- 

.  c  rage  Act,  which;  cspanded  bencGis 


166 


Ftp. 

Garyl^inger,En 
:';lrito 


TO 

Big-rime  Boxing. 

ii))lcrluJut|>XKfiilc|iiU|jiis(  KXt 


jditylM 

if  Ntal  in  ;  pLisJic  UtstS scciirtl  lik !■  i  tiv 
"opoimu  lity  lUit  it  iDcani  c  jvindi  ^^i  hLs 
'  (jcji>r)*  atxl  Iw  iJuJ  Vu'hii '  '■ 


iei 


}pLu«)9JiJCJi>r)*aruJ  Iw iJuJhu'hii  kj!w?vHil 
aJiirlic.     ••  •      !  I 

[x|iiuna(cl>:  his  oMn[  uny  Cli  j>"Tttsti«| 
'  qualified  for  I)ai  L"<i  /\p  itiscAl. ; 
^     G*  Edi&xi'  r  WR'  "Ti  'l^t  Itf^'R'i 
^     ckxtric  anc  )i »  ra  :ck 
ncssck  sun  n  lou  id  or 
ihNcwVirk  Ct>-a-y<|V 
Gninry  |       <  I 

Pwjca  Applcsc  rd  cut  Hcllirjucr: 
clcaric  bill  b>'  30  C.  hcl  ling " 
cN-pand  his  (actor)  ard  si  oh  a  new  , 
ai  ion  that  puiKhcd'i  ut  100  QiM  hoxt:  i,in 
-irirH>tsic    •;  •  |.-  I       I 

b  find  out  how  ux  c)  n  h  Ip  "tnakc  5 
>ii  inctf  a  coniendcr.]:a^Ji>if n^iuuk 
21i)460-H000. 


Vista  Iw-esiors 


jpCT' 


)i>ur. 


Can  toil.' 

1-800-: 

P.O.  Box  419200.  ka&MS  CityJM 

1    .     •  1  >  . 

'm  J/2  V  /Vtoi  *<■  vfioa/t  i«/m  iWoMT  I 

tmd  pnaiift/ mit  will  ftitltlfid  I  lir  nptitotmliu  i 
Ff  ■•w  napMr  «vb«MAM  «tM(  W  (lirfk  CnAi  f,  Uui»M^  ^"V*  < 
fif»/irtttmfimm.llMiiindlkttr^liaattfUt)  itjirbn^i  » 
■  '      I  '  '  '     ■ 


.■da 


AARP 


aiul  Ic  icilj  m  iiiicMnc  minaxim  hct  1  :r-. 
lid'  ut|u\^  n  nlccinoji  Mcilicirc  In^ 
»|>tic «  riiij  .'nv: Vtblnim:  l)|*  AAKf.  1  Uc' 
im-Mti  re  N  0.1  itcfcaicd  l>y|  a  gni  1  rul 
'luvll  ir|nMc|(  apiinM  Iclic  suiiix. 
\V1icn  i(  c  HiKilui  taxing  iiul  ip«  nd- 
inju  tl  c  A.)  *r  M  jiFKcmi  ciciriy  01 1  of 
Mcp  M  iih  i  I  duct-paving  monhc  ^ . 

Tht  (KV  inizition  lus  since  Icai  1  cd 
its  Icjoni    H«>i[  example,  ft  no^^•  op- 
poses inyl  ncaiis  testing  ofj the  cli  <|rly 
tlut'  >(Hiul'  bcluscd*  to  require  the, 
bettci  jlrtjopav  higher  Medicare  ire- 
miuiii I,  tl:  : cau leuTiu earlier pra  ^11. 
A-MU*"   frii  nd»  m  the  fa^.lcft  claiiTi  it 
has  -lecc  nc   iniuch.mone   cautious 
alx^i  (aki  ng  any  pbsitiunj  that  n-  i  ;ht 
antag  tniL' the  ailluent  elderly,,^ 
I      be  piti  •  the  setback  ihj  Cong  r  as, 
i.  howexrJ  the   l3S-pcWoo  lobting 
i  .  an&jpLibl  :  aflairs  sratTat'.Uiu*  h; :  an 
'•  .  agcm  a  1  esc  daw  that  goes  ^^■el  be- 
:    >-ond  }n\  ectin^  and  expandinc!f<  cial 
;    Secur  t\'  i.nd  Medicare  bencfii: .  In' 
•Wash  ng   m.  ..lira     lobbjists      I  ave' 
'    piuh<  d  i  m-df  ng  from  forcing  xisi- 
.  ncsse  I  tl   o(Yei|  family  leave  to  J  ret-. 
'   quire  ik  t  °  that  Jhanks  ofTcr  sf  ijcial 
I  km'-ioM  L-heckjng  kcounts.  In  watc 
•capitis,  AAurl  wtuniecr   jdbyj-isa. 
■  ha\-c  [>u'  Wd  itK  tax  h'M  to  ii'  *t^< 
moa  K»  al«pcnding. '    |.  |  ' 

•  The  /  iW'i  top  ptiorifN'  tt.hjalth 
■   tare.  .\A  r's '  leaden  'csp*rusc  a  ncu* 
fedei  d  I  ining-hiome  and  l^^ng  |cmi 
care  p«  u^im,iiiunced  nrir lari  y  .b\* 
'.    high  r  {  i)Ti>lU  inheritance  an  f  in- 
•com(  taj  es.  Bu(  thcj-  bclicx' :  d  iy'rc 
nuKi  liki  ly  to.  ^  it  as  part  1  fa  huge 
healm  J  re.ftiurmpackjge  th  (  in- 
clud^  '  nvxragc!  fiir.'^i*  ingcr  j"olIu 
%kith|Hit  Walih  insurance  AfW  plans 
,    to  cnd<  le  its  0^*0  icfoTn^parkage 
•    and  will'  tT>'  to  make  it  tri  issuCi  n^ihc 
,  J99i'ct  crions.  NVho  *ill  pay?  pxi 
'pa^o*     nd   business — iTiea!nini   of 
counc,  onsumcrs,  becauselbw  i  tcss, 
especial  ■  'small.  t>usineis,|  lui    no 
clM>iL-e  1  Jt  to  pass-on  the  Vosts. 

t-(ow  an  an.o'rj{Wtiza<i<  >n  get  oout 

oTttucl  withanKmbenjIiip.thi;  nu 

iorit  f  <i    which  ^ha^  dcnionstin  iL*d  a 

Iheaih'J  slike  for  higher  taxes? /t^ta^ 

.•  40\  I'lf  members  join  fi>rjth^  be  icfits, 

like  chiap  gixMin  auio.msuni  >:c  0^ 

trav:l  ilscoonts!*  Only '  U  jl  i<iii  to 

'  supiitKT  ii(.  kibbling  acmirics'  Sur-I' 

\-e\i  du  w'tlut  AntericaiVs,  tnc  u  ling 

the  :lilc  Hy,  arc  unuillin') .  I<{  sh  'II  .tiud 

Ui  I  ay  I 'or  piKdical  beneiits  fif  thJ' 

unii  sufl  d.  A  IVyO  AAiv  >ui>xy  liiunJ 
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tmly  about  a  liHinli  ot.  its  rnvml: 
w-illinki  lo  pay  iruirc  tluh  SlUUa  \ 
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beri  axi'av'.'  S.mtJc  miist 
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Chairman  DOMENICI.  So  you  are  saying  that  they — and  I  am  not 
zeroing  in  on  them;  there  are  two  others  you  mentioned — actually 
are  applying,  apparently,  for  a  grant  from  a  department  of  govern- 
ment and  getting  funding,  or  are  they  getting  it  through  somebody 
that  has  a  grant? 

Mr.  Martin.  I  think  they  get  it  directly  from  some  of  the  depart- 
ments; I  think  the  Department  of  Labor,  HHS.  I  know  they  get 
EPA  money,  or  at  least  NCSC  gets  EPA  money.  About  the  only  de- 
partment I  have  found  so  far  that  may  not  be  involved  is  the  DoD, 
and  I  am  not  sure  they  are  not  involved  in  some  way. 

Chairman  DOMENICI.  The  reason  I  am  asking — and  we  will  ask 
our  staff  to  follow-up — is  that  I  think  it  is  an  issue  for  both  sides 
of  the  aisle.  I  think  we  ought  to  know  more  about  it. 

Mr.  Gross.  If  I  could  comment  on  that,  billions  of  dollars  go  to 
non-profit  organizations  throughout  America. 

Chairman  DOMENICI.  I  know  that. 

Mr.  Gross.  I  would  suggest  an  anti-subsidy  act  passed  by  the 
House  and  the  Senate  which  would  prohibit  any  private  organiza- 
tion or  non-profit  organization  to  receive  $1  dollar  from  the  United 
States  Government.  There  is  absolutely  no  reason  for  it.  The  only 
way  that  organizations — not  organizations;  it  should  be  individuals 
with  a  needs  test,  welfare,  et  cetera.  But  giving  money  to  private 
organizations,  such  as  farmers,  is  really  against  the  spirit  of  the 
Nation.  We  support  rich  farmers  in  the  Imperial  Valley  with  our 
water.  We  support  Nevada  Power  and  Light  and  the  Las  Vegas  ca- 
sinos with  our  electricity.  I  think  the  way  to  handle  a  lot  of  this, 
which  falls  under  the  realm  of  pork  and  mis-administration,  is  an 
anti-subsidy  act  which  would  save  you  $20  to  $30  billion  a  year. 

Chairman  DOMENICI.  If  you  really  took  every  non-profit  and 
treated  it  that  way,  it  probably  would  be  more  because  there  are 
many  non-profits  out  there  that  are  in  partnerships  with  city  gov- 
ernments. State  governments,  and  even  the  Federal  Government. 
It  has  become  a  way  of  doing  business.  I  am  not  agreeing  with  you 
that  they  should  all  be  wiped  out.  I  am  just  saying  it  is  a  very,  very 
big,  ongoing  event,  and  it  is  growing.  There  is  no  question  about 
it. 

Mr.  Gross.  Job  training  goes  from  the  Federal  Government  to 
the  State,  to  the  community,  to  private  contractors.  The  adminis- 
tration, which  is  supposed  to  be  20,  25  percent,  costs  almost  half 
the  money  just  in  the  administration  of  the  different  levels. 

Mr.  ZiON.  Senator  Domenici,  I  wonder  if  I  might  suggest  you 
take  a  look  at  the  financial  records  of  AARP.  These  gnarled  old  fin- 
gers have  written  out  a  thing.  There  is  one  item  in  there  for  job 
training,  and  millions  of  dollars,  no  substantiation.  In  several  in- 
stances, we  have  called  and  asked  how  you  apply  for  an  oppor- 
tunity of  we  senior  citizens  to  get  a  job  and  they  are  not  aware  of 
it  at  the  local  level.  So  there  are  millions  of  dollars  that  are  being 
spent  for  a  program  that  could  well  not  be  in  existence,  or  certainly 
in  very  limited  existence.  I  would  hope  you  folks  might  want  to 
look  into  that. 

Chairman  DOMENICI.  We  will  ask  them,  and  we  will  find  out. 

Mr.  Gross.  I  pointed  out  that  job  training  costs  $17  billion  in  154 
programs  in  14  agencies,  and  Senator  Kassebaum  the  other  day  on 
television  said  it  is  now  up  to  $25  billion,  and  the  IG  says  that  70 
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percent  of  the  jobs  are  in  the  $5-range  and  the  employer  said  they 
would  have  hired  them  without  the  job  training.  Compare  that 
with  Germany  which  has  two  programs,  one  for  adults,  one  for 
teenagers,  an  apprentice  system.  It  costs  almost  nothing.  The 
Chamber  of  Industry  does  most  of  the  work.  Compare  that  with  our 
miserable  performance. 

Chairman  DOMENICI.  I  yield  back. 

Senator  Frist.  Thank  you. 

Mr.  Gross,  I  think  we  are  going  to  be  closing  here  shortly.  You 
cite  in  your  testimony  nine  areas  of  overlap  and  the  problems  with 
constituency.  There  is  a  constituency  for  everything.  Will  you  favor 
having  a  spending  reduction  commission? 

Mr.  Gross.  A  good  bipartisan  commission  similar  to  the  military 
base  commission  would  be  a  very  good  idea  because  they  would  be 
removed  from  political  pressure,  which  is  one  of  the  major  reasons 
we  are  not  getting  the  reform  we  need.  I  think  it  is  an  excellent 
idea  and  I  think  that  they  would  probably  come  in  with  over  $100 
billion  a  year  in  cuts,  and  I  think  it  is  a  very,  very  good  idea. 

Senator  Frist.  We  thank  all  of  you  for  being  here  today.  We  ap- 
preciate your  excellent  testimony  shedding  light  on  this  very  large 
question  that  we  have,  and  very  large  challenge.  I  especially  appre- 
ciate the  analogy  that  Mr.  Gross  and  Mr.  Zion  used  that  we  need 
a  lot  of  cutting  and  an  excellent  surgeon,  and  I  am  glad  to  be  here. 

Thank  you.  We  stand  adjourned. 

[Whereupon,  at  11:36  a.m.,  the  committee  was  adjourned.] 
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.  February  13,  1995 

The  Honorable  Pete  V.  DonenicI 
427  Dirksen  Senate  Office  Building 
United  States  Senate 
Washington.  D.C.  20515 

Dear  Senator  Domenici: 

On  behalf  of  the  American  Federation  of  Government  Employees,  AFL-CiO,  which 
represents  over  700,000  federal  employees  across  the  nation,  1  must  respond  to  the 
remarks  made  by  Mr.  Martin  L  Gross  about  federal  employees  during  his  testimony 
before  the  Senate  Budget  Committee,  on  January  27,  1995.  Mr.  Gross'  remarks  are 
strewn  with  falsehoods.  If  It  were  as  easy  to  build  as  it  is  to  destroy.  I  would  have 
responded  sooner.  Permit  me  to  review  and  refute  many  of  the  falsehoods  that  appear 
in  only  one  brief  excorpt  from  Mr.  Gross'  testimony. 

FALSEHOOD:  The  rate  of  attrition  for  the  federal  workforce  is  7%.  (Martin  Gross, 
page  8) 

FACT:  Actually,  attrition  is  mnnlng  annually  at  only  2.5%.'  Consequently,  Mr. 
Gross'  blithe  assertion  that  the  federal  workforce,  which  Is  now  smaller  than  at  any  time 
since  the  Kennedy  Administration,  could  be  painlessly  shrunk  by  an  additional  600,000 
employees  over  seven  years  is  patently  wrong. 

Attrition  is  the  worst  way  to  shrink  the  federal  government  because  it  works  so 
randomly.  Ir^stead  of  rationally  reducing  the  number  of  employees  by  carefully  deciding 
which  services  should  no  longer  be  performed  and  reducing  staffing  accordingly,  Mr, 
Gross  would  leave  this  important  process  to  be  determined  by  thousands  and  thousands 
of  individual  decisions  by  federal  employees,  whose  motivation  to  leave  the  workforce 
could  be  anything  from  III  health  to  a  desire  for  better  pay.  Since  some  agency 
workforces  are  older  than  others,  it  is  likely  that  some  agencies  will  be  hit  harder  by 
reduction  through  attrition.  Will  those  agencies  be  the  ones  that  the  American  people 
want  reduced?  Or  will  those  agencies  be  ones  that  provide  vital  services,  whose 
workforces  should  actually  be  increased? 
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Another  method  often  discussed  for  reducing  the  federal  workforce  Is  an  across- 
the-board  cut,  which  also  fails  to  discriminate  between  agencies.  Since  all  agencies 
would  face  the  same  reductions  in  personnel  under  an  across-the-board  cut, 
competently-administered  agencies  performing  vital  services  would  experience  the  same 
number  of  job  losses  as  poorly-run  agencies  that  are  no  longer  useful  to  the  American 
people  has  come  and  gone.  Agencies  that  merited  rewards  would  be  punished,  and 
those  that  deserved  punishments  may  emerge  almost  unscathed. 

In  addition,  across-the-board  cuts  usually  mean  that  only  federal  employees  are 
eliminated,  not  the  statutory  requirements  for  provision  of  government  services. 
Consequently,  the  work  that  was  formerly  performed  by  separated  federal  employees  is 
assumed  by  surviving  federal  employees,  perhaps  In  another  agency,  meaning  that  the 
same  amount  of  work  is  performed  by  significantly  fewer  federal  employees.  In  such 
situations,  the  quality  of  the  service  being  provided  can't  help  but  suffer. 

If  Congress  intends  to  reduce  the  number  of  federal  employees,  then  It  must  also 
have  the  courage  to  eliminate  the  services  they  provide.  Right  now,  many  Members  are 
trying  to  have  it  both  ways:  bragging  to  constituents  about  putting  federal  employees  out 
on  the  street,  but  not  voting  to  eliminate  or  significantly  scale  back  politically  popular 
programs.  This  Is  unfair  to  both  federal  employees,  who  are  often  overworked  by  an 
overwhelming  workload,  and  members  of  the  public,  who  are  often  left  under-served  by 
under-staffed  agencies.  Such  chicanery  also  leaves  the  budget  deficit  relatively 
untouched  and  postpones  the  important  work  of  reinventing  government 


FALSEHOOD:  The  Defense  Department  has...one  (civilian)  for  every  two 
serviceman  (sic).'  (Martin  Gross,  page  8) 

FACT:  Actually,  In  none  of  the  military  services  Is  the  percentage  of  civilian 
employees  higher  than  35%';  and  in  the  Marine  Corps,  the  percentage  is  less  than  10%. 
But  of  greater  significance,  using  civilian  employees  In  place  of  military  personnel  saves 
money  for  the  taxpayers.  According  to  the  General  Accounting  Office  (GAO),°  'civilian 
employees  generally  cost  the  government  less  than  militciry  personnel.  The  differences 
vary  by  pay  grade,  but. .the  average  difference  Is  about  $15,000  per  person  per  year  for 
peacetime  support  functions."*  GAO  estimates  that  there  are  'over  14,000  positions 
within  four  occupational  specialties  where  large  numbers  of  military  personnel  perform 
functions  that  civilians  potentially  could  do.'*  Perhaps  Mr.  Gross,  a  self-styled  watchdog 
for  the  taxpayers,  failed  to  sink  his  fangs  into  that  tasty  bone  because  he  was  too  busy 
barking  needlessly  at  cost-efficient  civilian  employees  at  the  Department  of  Defense. 
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FALSEHOOD:  "Benefits  (for  federaJ  employees). .,are...some  75%  more  than  in 
private  industry..."  (Martin  Gross,  Page  9) 

FACT:  Actually,  federal  employees  receive  an  average  of  roughly  $1,100  less  in 
health  insurance  benefits  than  their  counterparts  in  the  typical  large,  private-sector  firm.' 
Put  another  way,  federal  employees  are  forced  to  pay  a  10%  higher  share  of  the  cost  of 
health  benefits.  This  goes  a  long  way  towards  explaining  why  more  than  150,000  full- 
time  federal  employees  have  no  health  lnsurarv:e:  they  simply  cannot  afford  the  employee 
share  of  the  Federal  Employees  Health  Benefits  Program  (FEHBP)  premiums. 


FALSFHOOD:  "(P)ensions  (for)  federal  employees  are...some  75%  more  than  in 
private  industry..."  (Martin  Gross,  Page  9) 

FACT:  Actually,  the  average  monthly  annuity  earned  by  a  federal  retiree  Is  only 
$1,468.'  After  taxes  and  the  out-of-pocket  costs  of  health  care  and  life  insurance 
premiums,  that  worl<s  out  to  an  average  yearly  annuity  of  only  $13,785.  Further,  the 
before-tax  annual  annuity  of  $17,616  earned  by  federal  retirees  is  almost  $2,000  less 
than  the  average  before-tax  Income  of  all  U.S.  retirees.' 

Some  incoming  Members  of  Congress,  and  perhaps  even  some  of  their  veteran 
colleagues,  may  be  surprised  to  learn  that  the  Congressional  retirement  system  is 
different  from  that  of  ordinary  federal  employees.  A  high-profile,  sixteen-year 
Congressional  veteran  recently  "declare(d)  confidently"  In  a  front-page  story  In  The  Wall 
Street  Journal  that  "Members  of  Congress  get  the  same  pension  every  other  federal 
worl<er  gets."  When  "(Onformed  that  (the  Congressional  pension  system)  is  actually  much 
more  generous,"  the  Senator  looked  puzzled.  *'0h,  Is  it,'  he  sa(ld).  'I  didnt  know  that."' 

Because  of  a  more  generous  accmal  rate,  on  the  one  hand,  and  a  more  lenient 
length  of  service  requirement,  on  the  other  hand,  Members  of  Congress  enjoy  significantly 
greater  retirement  benefits  than  federal  employees.  As  The  Wall  Street  Journal  pointed 
out,  'Members'  pensions  replace  30%  to  70%  more  of  their  salaries  than  is  true  for  most 
other  federal  workers."* 

I  do  not  bring  these  comparisons  to  your  attention  because  I  begrudge  the  special 
level  of  compensation  Members  of  Congress  receive.-  On  the  contrary,  during  my  six 
years  as  AFGE's  National  President.  I  have  had  the  pleasure  and  privilege  of  working  with 
many  Members  of  Congress,  bo\h  Republicans  and  Democrats,  and  i  know  how  difficult 
their  jobs  are  and  how  hard  they  work  to  represent  their  states  and  districts,  whether  or 
not  they  vote  to  protect  the  legitimate  interests  of  federal  employees  and  their  families. 
Considering  the  long  hours,  the  relentless  scnjtiny  of  the  media,  and  the  important  service 
provided  to  the  American  people,  the  special  retirement  compensation  provided  to 
Members  of  Congress  Is  not  at  all  out  of  line.  However,  Members  of  Congress  should 
avoid  extrapolating  from  their  own  experiences  and  assuming  that  the  retirement  system 
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for  federal  employees  Is  more  generous  than  it  actually  Is. 


FAlSFHDOn;  "(Sjalaries  (for  federal  employees)  are  45%  higher  than  (in)  private 
industry.*   (Martin  Gross.  Page  9) 

FACT:  Actually,  federal  employees  salaries,  depending  on  the  location,  are  any 
where  from  13%  to  43%  lower  than  those  paid  private  sector  and  state  and  local 
government  employees  who  perform  comparable  work."  That  a  profound  pay  gap 
exists  between  the  federal  government  and  the  private  sector  woridorces  is  riot  subject 
to  dispute.  It  has  been  documented  in  numerous  studies  conducted  by  the  Bureau  of 
Labor  Statistics.  In  1990,  responding  to  fears  that  the  government  would  be  unable  to 
recruit  and  retain  qualified  employees  due  to  the  inferiority  of  federal  pay.  Congress  and 
President  Bush  agreed  to  close  the  gap  over  nine  years  through  the  mechanisms 
included  In  the  Federal  Employees  Pay  Comparability  Act  (FEPCA).  At  that  time,  the  gap 
was  iii<ely  a  whopping  30%.  Because  FEPCA  has  been  unable  to  remove  politics  from 
the  process  by  which  federal  employees  are  to  be  paid  more  equitably,  the  pay  gap 
appears  to  have  been  reduced  by  only  3%,  perhaps  as  much  as  one-half  less  than 
intended  by  the  Republicans  and  Democrats  who  supported  the  legislation. 


FALSEHOOD:  "(T)he  unfunded  (federal  employee)  pension  liability  is  $540 
billion...'  (Martin  Gross,  page  9) 

FACT:  Actually,  there  was  a  surplus  of  almost  $320  billion  In  the  Civil  Service 
Retirement  and  Disability  Fund  (CSRDF),  In  fiscal  year  1993."  In  fact,  the  trust  fund 
currently  has  nine  times  the  reserves  necessary  to  provide  federal  annuities  as  they 
become  due.''    . 

The  number  cited  by  Mr.  Gross  refers  to  the  'unfunded  actuarial  liability"  of 
CSRDF,  a  purely  bookkeeping  artifice  that  represents  the  present  value  of  the  entire  cost 
of  retirement  benefits  for  all  current  federal  employees  and  annuitants,  less  the  fund's 
assets  and  the  present  value  of  future  employer  /  employee  contributions  to  the  fund.  In 
citing  this  number,  Mr.  Gross  has  confused  private  sector  pensions  with  the  federal 
retirement  system.  In  the  private  sector,  where  bankruptcy  and  business  closures 
threaten  workers'  retirement  programs,  the  'unfunded  actuarial  liability'  of  pension  funds 
is  a  matter  of  major  concern.  But  as  pointed  out  by  the  authoritative  Congressional 
Research  Ser/lce,  'Governments  are  perpetual  institutions  that  do  not  go  out  of 
business.'"  Consequently,  there  Is  nothing  to  be  gained  by  requiring  the  federal 
government  to  prefund  its  retirement  system,  since  the  'unfunded  actuarial  liability'  In  no 
way  Impairs  the  federal  government's  ability  to  pay  the  earned  annuities  of  retirees  when 
they  become  due. 
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FAl  SgHQQDr  "The  present  pension  costs  for  civilian  employees  goes  (sic)  up  8% 
a  year...'    (Martin  Gross,  page  9) 

FACT:  Actually,  federal  retirement  is  not  contributing  to  increases  in  the  federal 
deficit  During  the  last  ten  years,  the  earned  annuities  paid  to  federal  retirees  have  held 
steady  at  slightly  over  2%  of  total  federal  outlays.^*  As  for  the  future,  Congressional 
Budget  Office  Director  Robert  Reischauer  reported  in  testimony  before  the  Bipartisan 
Commission  on  Entitlements  and  Tax  Reform  earlier  this  year  that  federal  retirement  will 
not  grow  as  a  percentage  of  Gross  Domestic  Product  for  the  full  duration  of  his  ten-year 
forecast.'* 


In  his  testimony,  Mr.  Gross  also  offered  several  highly-controversial  opinions.  I 
will  single  two  out  for  responses. 

WRONG:  Health  Insurance  for  elderly  retirees  should  be  cut  in  half.  (Martin  Gross, 
page  9) 

RIGHT:  Federal  retirees,  like  federal  employees,  already  receive  significantly  less 
in  health  care  benefits  than  their  counterparts  who  worked  for  comparable  private  sector 
firms.  In  the  past  decade,  costs  in  FEHBP  have  increased  by  an  average  of  14%  per 
year,  roughly  the  same  as  the  national  rate  of  health  care  Inflation.  Increases  In  FEHBP's 
expenses  have  translated  Into  significantly  more  costly  premiums  for  federal  retirees. 
Exacerbating  this  problem,  as  Federal  Reserve  Chairman  Alan  Greenspan  pointed  out 
recently  in  Congressional  testimony,  Is  that  the  cost  of  living  is  significantly  higher  for 
older  Americans  because  they  require  more  health  care.  Adding  to  the  already  significant 
financial  burden  borne  by  federal  retirees  trying  desperately  to  maintain  insurance 
coverage  in  the  twilight  of  their  lives  by  requiring  them  to  meet  an  additional  50%  of  their 
health  care  expenses  is  downright  cruel,  and  would  likely  result  in  many  federal  retirees 
losing  their  health  InsurarKe  altogether. 


WRONG:  "Matching  5%  of  employee  savings  should  be  discontinued."  '  (Martin 
Gross,  page  9) 

RIGHT:  In  order  to  respond  to  this  point,  it-  is  necessary  to  provide  a  little 
background  about  federal  retirement  The  system  was  dramatically  restructured  in  1986 
with  the  creation  of  the  Federal  Employees  Retirement  System  (FERS),  which  was 
explicitly  designed  by  its  Republican  and  Democratic  authors  to  be  comparable  to  private 
sector  plans.  Three  years  earlier,  federal  employees  had  been  brought  into  the  Social 
Security  system.  The  major  differences  between  the  old  Civil  Service  Retirement  System 
(CSRS)  and  FERS  are  that  those  who  receive  retirement  or  disability  income  from  the 
newer  system  draw  from  three  sources:  Social  Security,  the  retirement  system  trust  fund, 
and,  if  they  are  able  to  participate,  the  Thrift  Savings  Plan  (TSP).  The  TSP  maintains 
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accounts  for  Individuals  which  Include  a  minimum  agency  contribution  (1%),  personal 
savings  matched  by  agency  contributions,  and  returns  provided  by  Investments  in  the 
approved  funds.  In  contrast,  CSRS  retirees  are  paid  exclusively  from  the  trust  fund.  The 
two  systems  do  not  offer  equivalent  benefits  unless  FERS  employees  contribute 
substantially  to  the  TSP. 

In  fact.  It  has  been  estimated  that  a  FERS  retiree  must  contribute  to  the  TSP 
anywhere  from  2.8%  to  10%  of  additional  Income  merely  to  earn  the  annuity  he  or  she 
would  have  received  under  CSRS.  With  salaries  that  significantly  lag  behind  those  in  the 
private  sector,  as  was  discussed  earlier,  the  assumption  that  federal  employees  in  FERS 
will  be  able  to  set  aside  such  significant  fractions  of  their  Incomes  is  dubious. 

And  Mr.  Gross  wants  to  leave  FERS  retirees  even  worse  off.  Eliminating  the 
matching  5%  of  savings  would  effectively  destroy  the  TSP,  a  key  component  in  FERS. 
Moreover,  his  proposal  would  have  the  greatest  negative  impact  on  lower  income 
employees.  According  to  data  collected  by  the  Federal  Retirement  Thrift  Investment 
Board,  five  out  of  every  six  federal  employees  who  contribute  to  the  TSP  ]ust  up  to  the 
3%  level — and  become  eligible  for  matching  contributions — have  annual  salaries  of  less 
than  $35,000,  which  is  approximately  the  average  federal  employee's  salary.''  In 
addition,  any  reduction  In  matching  contributions  to  the  TSP  puts  the  government  in  the 
perverse  position  of  actually  discouraging  individuals  from  saving  for  their  own  retirement 
needs.  Considering  the  Importance  conservatives  and  liberals  alike  place  on  Increasing 
private  savings,  I  suspect  that  lowering  the  government's  contribution  to  the  TSP  may 
greatly  concern  Members  of  the  Senate  Budget  Committee. 


As  this  point-by-point  refutation  reveals,  Mr.  Gross  Is  nothing  more  tiian  an 
arsonist  In  the  forest  of  truth,  blithely  huriing  Molotov  cocktails  hither  and  yon,  supremely 
confident  that  his  crimes  will  go  unnoticed.  In  this  bitter  and  cynical  age  when  destruction 
comes  so  easily  and  construction  never  seemed  more  difficult,  I  am  not  surprised  that  Mr. 
Gross  has  nnanaged  to  peddle  his  canards  In  books  and  on  radio. 


I  will  now  raise  three  points  that  Mr.  Gross  did  not  address  during  his  testimony 
that  will  provide  you  with  a  more  comprehensive  review  of  \he  Issues  affecting  federal 
employees. 

1.  REINVENTION 

Federal  employees,  wholeheartedly  embracing  the  reinvention  of  government 
initiative,  have  devised  bold  new  ways  of  delivering  services  to  Uneir  customers — saving 
money  for  the  taxpayers,  but  wltiiout  reducing  the  high  quality  of  tiieir  work.  As  a  result 
of  these  efforts,  the  taxpayers  have  been  saved  $64  billion,  according  to  the  National 
Performance  Review."  Federal  employees  should  be  recognized  as  the  solution  to 
what  ails  tiie  government,  ratiier  than  as  part  of  the  problem. 
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2.  SACRIFICES 

At  the  same  time  federaJ  employees  have  been  saving  money  for  the  taxpayers, 
federal  employees  and  retirees  have  been  making  many  sacrifices  to  reduce  the  deficit. 
Since  1981,  we  have  contributed  over  $170  billion  towards  restoring  our  nation's  fiscal 
sanity  through  significant  reductions  in  our  pay  and  benefits/* 

3.  CONTRACTING  OUT 

And  at  the  same  time  federal  employees  have  been  saving  money  for  the 
taxpayers  and  making  sacrifices  to  reduce  the  deficit,  the  federal  government  has 
dramatically  increased  spending  for  wasteful  service  contracting.  According  to  the  Office 
of  Management  and  Budget  (0MB),  the  federal  government  currently  spends  well  over 
$1 00  billion  every  year  on  service  contractors,  an  amount  that  is  at  least  $25  billion  more 
than  the  combined  salaries  and  wages  of  every  single  federal  employee;  despite 
mountains  of  evidence — stacked  up  in  one  damning  GAO  report  after  another — that  it 
is  significantly  less  efficient  than  In-house  performance,  service  contracting  has  become 
the  costliest  part  of  federal  procurement  and  one  of  the  fastest-growing  expenses  in  the 
entire  federal  budget 

Much  of  the  explosive  growth  In  wasteful  service  contracting  can  be  attributed  to 
ceilings  on  the  number  of  federal  employees  agencies  can  include  in  their  workforces. 
OMB  reported  earlier  this  year  that  several  agencies — including  the  Departments  of 
Agriculture,  Health  &  Human  Services,  Housing  &  Urban  Development,  State,  Education 
and  Treasury,  as  well  as  the  Environmental  Protection  Agency — said  that  each  could 
have  saved  several  million  dollars  by  performing  services  directly  rather  than  having  them 
performed  by  contractors  but  did  not  do  so  because  either  their  requests  to  OMB  to  take 
on  the  necessary  employees  were  refused  or  the  agencies  were  so  sure  such  requests 
would  be  refused  that  they  were  not  even  submitted.^' 

Congress  can  continue  to  cut  the  jobs  of  federal  employees,  and  make  it 
necessary  for  agencies  to  contract  out  In  order  for  the  work  to  be  done.  However,  as  the 
OMB  report  indicates,  this  sort  of  'down-sizing*  is  actually  leading  to  significant  increases 
in  federal  spending. 

I  urge  the  Members  of  the  Seruite  Budget  Committee  to  support  a  10%  reduction 
in  the  federal  government's  service  contracting  expenses.  Such  an  Initiative  will  not  just 
save  the  nation's  taxpayers  $50  billion  over  five  years,  but  it  would  also  ensure  that 
agencies  only  resort  to  service  contracting  when  the  work  cannot  be  performed  more 
effectively  and  more  efficiently  In-house.  The  Imposition  of  a  10%  reduction  In  service 
contracting  expenses  would  also  generate  significant  savings  without  adversely  affecting 
the  performance  of  service  contractors.  According  to  The  Washington  Post,  the  mere 
prospect  of  competition  at  the  Department  of  Energy  has  'already  led  some 
contractors...to  reduce  costs  by  15  percent  to  20  percent*"  Imagine  the  savings  that 
could  be  generated  for  the  taxpayers  If  the  federal  government  insisted  that  service 
contractors  at  every  agency  cut  that  much  waste,  fraud,  and  abuse  out  of  ail  their 
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contracts!  No  attempt  to  reinvent  goverrwnent  to  save  money  and  Improve  service  can 
be  taken  seriously  if  it  falls  to  provide  for  drastic  sendee  contracting  reform. 

Thank  you  for  allowing  me  the  opportunity  to  respond  to  Mr.  Gross'  testimony,  if 
you  have  any  questions  about  the  points  raised  in  this  letter,  please  contact  Beth  Moten, 
Chapin  Wilson,  or  John  Threlkeld  of  AFGE's  Legislative  Department,  at  (202)  639-6413.' 

Sincerely, 


Jdljn  N.  Sturdivant 
National  President 
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FEDERAL  ENTITLEMENTS 


WEDNESDAY,  FEBRUARY  1,  1995 

U.S.  Senate, 
Committee  on  the  Budget, 

Washington,  DC. 
^T^  ano^^]^^^^  ^^^'  pursuant  to  notice,  at  9:37  a.m.,  in  room 
SD-608,  Dirksen  Senate  Office  Building,  Hon.  Pete  V.  Domen^d 
Ccnairman  of  the  committee)  presiding 

Ah^Itf.^^^-/^''^^'*''^   Domenici,   Grassley,   Bond,   Gorton,    Snowe, 
Abraham,  Exon,  Conrad,  and  Dodd. 

Staff  present:  G.  WilHam  Hoagland,  staff  director;  and  Jim 
Oapretta,  senior  analyst  for  social  security  and  health 

For  the  minority:  William  G.  Dauster,  democratic  chief  of  staff 
and  chief  counsel;  and  Joan  Huffer,  senior  analyst  for  income  secu- 
rity, social  security,  ans  medicaid. 

OPENING  STATEMENT  OF  CHAIRMAN  DOMENICI 

Chairman  Domenici.  Let's  get  started  before  many  Senators  ar- 
mlntf  "^^  "^""^      ""^  ^"^""^  ^'""^  ^^^^^  ""P  "^^^  opening  state- 

T  i.^^i^®^tally,  I  do  not  know  if  you  were  here.  Senator  Exon,  but 
1  did  announce  for  the  record  and  for  staff  to  take  to  their  Senators 
the  new  approach  we  are  going  to  take  to  opening  statements 
which  you  and  I  agreed  to,  that  we  would  make  5  minute  opening 
statements  ourselves  and  be  hmited,  and  thereafter  the  first  round 
Senators  could  have  2-additional  minutes  on  their  questions  to 
make  whatever  remarks  they  would  make.  That  is  going  to  be  the 
rule  unless  something  happens. 

I  want  to  welcome  the  distinguished  witnesses  to  this  hearing 
t^J  ^lu^'^l^  ^,/?^®s  we  have  been  and  will  be  holding,  as  we 
begin  the  difficult  job  of  moving  toward  a  balanced  budget  and  re- 
s^iapmg  the  Federal  Government  for  the  21st  century. 

I  believe  today's  hearing  is  especially  important  because  it  ad- 
dresses that  portion  of  the  Federal  Budget  that  is  consuming  more 
and  more  of  our  Nation's  resources.  Between  1964  and  1994  Fed- 
eral entitlement  spending  grew  from  30  percent  of  the  budget' to  54 
percent  and  the  Congressional  Budget  Office  projects  entitlements 
iTw  abne^  ^^        percent  of  the  budget  by  2005  if  we  leave  current 

Federal  entitlements  include  a  wide  variety  of  programs  from 
price  supports  to  unemployment  compensation  to  welfare  to  medi- 
rnn?/w^  !<>"?>  long  hst  of  small  and  large  programs.  One  hearing 
J^^ri^^A^T'^}^''^''  all  of  these  programs  in  the  detail  that  ii 
warranted,  bo  today  we  will  get  an  overview  from  the  Congres- 
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sional  Budget  Office  on  projections  for  all  Federal  entitlements, 
and  then  our  witnesses  will  focus  for  today  on  health  programs, 
which  are  the  fastest  growing  items  in  the  budget,  and  then  farm 
programs  which  are  up  for  reauthorization  this  year  and  obviously 
something  will  change.  We  would  like  to  get  an  overview  of  where 
that  program  is  and  where  it  came  from. 

I  expect  that  we  will  be  hearing  more  about  welfare  entitlements 
in  tomorrow's  hearing  on  block  grants  and  devolution  to  States 
when  Governor  Engler  and  others  appear  before  the  committee. 

Before  we  hear  from  our  witness,  let  me  just  make  a  few  obser- 
vations and  do  them  as  quickly  as  I  can  about  health  care  pro- 
grams. I  believe  our  Nation's  health  care  system  has  been  under- 
going a  quiet  revolution  over  the  last  few  years.  The  revolution  is 
market  driven.  In  fact,  in  many  ways,  it  is  occurring  despite  Fed- 
eral policies  that  hinder  it.  Over  half  of  privately  insured  Ameri- 
cans now  get  their  care  from  managed  care  organizations,  with 
some  56  million  Americans  expected  to  enroll  in  HMOs  in  1995. 

As  managed  care  as  become  more  dominant  and  employers  have 
become  more  aggressive  and  sophisticated  in  using  market  com- 
petition, we  have  started  to  see  some  dramatic  developments  in  our 
health  care  delivery  system.  First,  Group  Health  Association  of 
America  reports  that  HMOs  raised  their  premiums  on  average  5.6 
percent  in  1994  and  in  1995  premiums  wiU  decline  by  an  average 
of  1.7  percent.  This  is  rather  spectacular,  considering  where  it  was 
4,  5  or  6  years  ago.  Last  year  a  large  employer  coalition  in  North- 
em  California,  including  Bank  of  America  and  Pacific  Telesis,  used 
competitive  bidding  to  get  premium  reductions  of  5  to  10  percent 
from  17  HMOs. 

So  far,  however,  the  Federal  Government's  participation  in  this 
revolution  has  been  minimal  except  to  allow  States  to  experiment 
with  managed  care  in  the  Medicaid  Program.  We  are  sitting  on  the 
sidelines  trying  to  get  our  programs  under  control  when  the  mar- 
ketplace approach  is  on  its  own,  and  we  will  not  even  let  our  pro- 
grams participate,  or  those  who  are  insured  by  us  participate. 

CBO's  new  national  health  expenditure  estimates  confirm  the 
trend,  that  private  spending  is  expected  to  rise  5  to  7  percent  each 
year,  but  get  this,  medicare  and  medicaid  still  increase  at  10  per- 
cent each  year.  Clearly  we  need  to  find  ways  to  translate  private 
sector  cost  savings  to  the  Federal  Government's  health  entitle- 
ments. 

That  means  those  who  are  now  receiving  health  care  through  en- 
titlements will  still  receive  health  care,  they  just  will  receive  it — 
as  many,  many  millions  of  Americans  are — in  a  different  delivery 
mode  than  today.  Medicare  cannot  be  off  the  table,  as  the  President 
has  recommended,  if  for  no  other  reason  that  medicare  trustees 
have  told  us  that  the  HI  fund  will  be  exhausted  in  6  years.  That 
means  it  will  be  bankrupt.  That  means  something  must  be  done  to 
save  it,  and  yet  get  good  health  care. 

Regarding  agriculture,  just  departing  from  the  other  entitlements 
for  a  moment,  the  health  entitlements,  CBO  projects  spending  to 
increase  to  $12.7  billion  in  1996,  then  fall  slowly  to  $11  billion  by 
the  year  2000.  But  over  the  last  25  years,  Federal  spending  per 
farm  has  increased  from  $4,500  in  1970  to  $7,600  today.  That  is 
a  41  percent  increase  in  real  terms. 
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With  the  Farm  Bill  up  for  reauthorization  this  year  and  many 
Senators  on  this  committee  very  interested  in  the  final  outcome,  we 
have  an  opportunity — I  am  sure  they  will  agree — for  a  bottom  up 
review  of  our  farm  policy  and  the  programs  within  it. 

It  seems  to  me  that  although  U.S.  agriculture  has  been  trans- 
formed over  the  last  60  years,  our  farm  policies  have  remained 
rather  stuck  in  the  mud,  rather  similar  to  what  they  have  always 
been.  We  have  a  number  of  farm  State  Senators,  as  I  indicated,  on 
this  committee  including  our  distinguished  ranking  member,  so  I 
am  sure  that  they  are  going  to  try  to  get  to  the  bottom  of  this  and 
give  us  their  views  as  we  plow  through  this  field. 

I  look  forward  to  hearing  from  all  of  our  witnesses  today  and 
yield  to  Senator  Exon. 

OPENING  STATEMENT  OF  SENATOR  EXON 

Senator  ExoN.  Mr.  Chairman,  thank  you  very  much.  I  do  want 
to  welcome  our  witnesses  to  this  important  hearing.  Your  appear- 
ance here  comes  as  we  begin  to  debate  the  very  important  matter 
of  the  Balanced  Budget  Amendment  to  the  Constitution,  which  is 
an  overriding  consideration  and  is  going  to  be  one  of  the  most  im- 
portant actions  that  we  take  or  do  not  take,  in  my  view,  in  this  ses- 
sion. 

I  believe  that  we  will  never  balance  a  budget  if  entitlements  are 
considered  out  of  bounds.  And  more  and  more  we  are  hearing  those 
kinds  of  sounds  from  many  Members  of  the  House  and  many  Mem- 
bers of  the  Senate.  At  the  same  time  we  know  that  cutting  these 
programs  will  not  be  easy.  I  hope  our  witnesses  will  address  the 
trade-offs  that  we  face. 

Mandatory  spending  is  projected  to  grow  from  about  55  percent 
of  the  Federal  spending  in  the  current  fiscal  year  to  62  percent  by 
the  year  2005.  Those  figures  complicate  the  problems  that  face  us 
rather  dramatically.  The  Congressional  Budget  Office  estimates 
that  mandatory  spending  will  double  from  its  current  level  of  $845 
billion  to  almost  $1.6  trillion  by  the  year  2005. 

The  real  surge  occurs  in  Federal  health  care  programs,  as  has 
been  addressed  by  the  Chairman.  They  are  the  only  programs  that 
will  grow  at  a  rate  faster  than  other  Federal  spending.  Between 
1998  and  2005,  all  spending  other  than  medicare  and  medicaid  is 
projected  to  grow  at  an  average  rate  of  about  5  percent  a  year, 
slightly  slower  than  the  rise  in  revenues.  Projected  spending  for 
medicare  and  medicaid,  however,  increase  at  an  average  rate  of  al- 
most 10  percent  a  year  after  1998,  a  fact  and  figure  that  has  also 
been  outlined  by  the  Chairman. 

Indeed,  some  of  the  smaller  mandatory  programs  which  receive 
a  great  deal  of  attention  are  really  not  part  of  the  problem.  Agri- 
culture spending,  for  example,  will  actually  drop  nearly  16  percent 
over  the  next  5  years  according  to  the  CBO.  And  while  the  Chair- 
man has  said  I  am  a  farm  State  Senator,  I  recognize  and  realize 
that  agriculture  and  the  agricultural  budget  is  prepared  to  take  its 
fair  share  of  the  reductions  that  must  be  made,  they  must  be  done 
in  a  fashion  that  is  consistent  with  the  health,  the  security  and  the 
important  role  that  agriculture  plays  in  the  stability  of  our  overall 
economy. 
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Last  week  the  CBO  gave  a  sobering  report  on  what  it  will  take 
to  balance  the  budget  by  the  year  2002.  CBO  predicts  that  from 
1996  to  2002  we  will  have  to  save  $1.2  trillion.  I  say,  from  my  re- 
view of  the  situation,  and  from  what  I  have  heard  with  regard  to 
tax  cuts  and  other  proposals,  that  may  be  the  minimum  amount. 
I  suggest  that  a  reasonable  figure  that  we  are  going  to  have  to  cut 
between  now  and  the  year  2002  is  more  likely  $1.5  trillion. 

In  a  sample  path  towards  a  balanced  budget,  CBO  assumes  that 
$843  billion  in  savings  would  come  from  policy  changes  to  manda- 
tory programs,  including  Social  Security.  Let  us  be  honest  with  the 
American  people.  We  cannot  balance  the  budget  by  cutting  only  ap- 
propriated spending.  It  makes  up  only  one-third  of  the  Federal 
budget. 

In  that  regard,  I  was  not  surprised  at  a  recent  poll  that  I  saw 
the  results  of  within  the  last  day  or  so.  Forty-seven  percent  of  the 
American  public  has  been  led  to  believe  that  just  by  cutting  waste, 
fraud  and  abuse — whatever  that  is — we  can  balance  the  budget.  I 
think  that  the  news  media  play  on  several  issues  in  this  regard  has 
been  important,  but  this  problem  affects  a  relatively  small,  infini- 
tesimal, part  of  the  overall  budget,  and  has  misled  the  public  as 
to  the  most  difficult  task  that  we  have. 

Therefore,  I  think  it  is  important  that  we  get  the  public  involved 
in  this  by  telling  them  the  truth,  by  spelling  out  in  considerably 
more  detail  than  has  been  suggested  by  some  as  to  how  we  are 
going  to  get  fi-om  here  to  a  balanced  budget  in  the  year  2002. 

It  is  time,  I  suggest,  for  reality.  Contrary  to  popular  belief,  dis- 
cretionary spending  has  declined  47  percent  of  all  Federal  spending 
in  1980  to  37  percent  today.  It  is  projected  to  decline  to  31  percent 
by  1998.  Herein  lies  the  problem.  We  can  only  get  so  much  deficit 
reduction  from  appropriated  spending.  All  too  many  people  fail  to 
realize  that  those  are  the  facts  of  the  matter,  that  we  will  eventu- 
ally run  dry,  that  is  the  appropriated  spending  account.  At  some 
point,  we  must  confront  the  entire  budget,  including  entitlements. 

I  guess  it  was  best  summed  up  by  Douglas  MacArthur,  who  once 
said  we  must  go  on  or  we  will  go  under.  And  going  on,  in  my  view, 
does  not  mean  we  continue  down  the  path  that  has  been  so  peril- 
ous and  has  taken  us  into  the  annual  deficit  and  soaring  national 
debt  we  are  continuing  to  experience. 

I  would  simply  close,  Mr.  Chairman,  by  sajdng  once  again  I  am 
almost  startled  by  the  fact  that  few  seem  to  realize  that  even  as 
we  proceed  to  a  balanced  budget  by  the  year  2002,  everyone  who 
knows  anything  about  the  numbers  knows  that  the  National  debt 
is  going  to  continue  to  soar.  In  1980  it  was  under  $1  trillion.  Now 
it  is  at  $4.8  trillion.  Everyone  knows  it  is  going  to  go  to  $5.8  tril- 
lion, to  between  $6  trillion  and  $7  trillion  by  the  year  2002  on  the 
course  that  we  are  on.  I  do  not  know  that  we  are  significantly  going 
to  be  able  to  change  that. 

Certainly  a  balanced  budget  by  the  year  2002  is  a  worthy  goal. 
It  needs  to  be  approached  with  a  degree  of  competence.  But  even 
more  than  competence,  a  degree  of  honestly  in  letting  the  light 
shine  in,  and  allowing  the  people  the  right  to  know  what  is  coming 
down  the  pike,  and  not  just  pass  this  worthy  goal.  Passing  the  Bal- 
anced Budget  Amendment  is  the  easiest  step  of  all. 
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The  House  of  Representatives,  and  I  scold  them  for  it,  passed  a 
Balanced  Budget  Amendment  that  satisfied  the  political  need  but 
they  failed  to  attack  and  explain  to  the  American  public  how  dif- 
ficult it  will  be  and  the  sacrifices  that  are  going  to  have  to  be  made 
to  get  there. 

Mr.  Chairman,  I  am  looking  forward  to  the  witnesses  this  morn- 
ing. 

Senator  Grassley  [presiding].  Mr.  Van  de  Water,  you  may  pro- 
ceed, please,  and  welcome  to  the  committee. 

STATEMENT  OF  PAUL  VAN  DE  WATER,  ASSISTANT  DIRECTOR 
FOR  BUDGET  ANALYSIS,  CONGRESSIONAL  BUDGET  OFFICE 

Mr.  Van  de  Water.  Thank  you,  Mr.  Chairman.  I  welcome  this 
opportunity  to  appear  before  your  committee  to  describe  the  out- 
look for  Federal  entitlement  spending  and  national  health  expendi- 
tures over  the  coming  decade.  With  your  permission  I  will  submit 
my  prepared  statement  for  the  record  and  summarize  it  briefly. 

Rapid  growth  in  entitlements  and  other  msmdatory  spending  has 
been  a  budgetary  concern  for  some  time.  Federal  expenditures,  as 
both  the  Chairman  and  Mr.  Exon  have  said,  now  represent  more 
than  half  of  Federal  outlays  and  are  projected  to  grow  to  more  than 
60  percent  of  spending  by  2005. 

Most  of  these  payments  are  made  to  individuals  or  on  behalf  of 
individuals  regardless  of  their  economic  need.  Social  Security  and 
medicare  alone,  again  as  the  Chairman  has  pointed  out,  represent 
more  than  $500  billion  or  60  percent  of  entitlement  spending.  In 
contrast,  means — tested  programs  such  as  Aid  to  Families  with  De- 
pendent Children  (AFDC),  Supplemental  Security  Income  (SSI), 
and  Medicaid  will  total  less  than  $200  billion  this  year  and  rep- 
resent less  than  a  quarter  of  entitlement  spending. 

The  Congressional  Budget  Office  (CBO)  projects  that  the  total 
entitlement  spending  will  grow  from  12  percent  of  our  gross  domes- 
tic product  (GDP)  this  year  to  13  percent  in  2000  and  14  percent 
by  2005. 

Although  the  cash  benefit  programs,  including  Social  Security, 
currently  account  for  two-thirds  of  mandatory  spending,  more  than 
half  of  the  growth  in  this  category  over  the  next  5  years  will  come 
from  two  noncash  programs,  medicare  and  medicaid.  These  two 
programs  alone  account  for  the  increasing  share  of  GDP,  which  we 
project  will  be  devoted  to  entitlement  spending. 

Despite  a  recent  slowdown  in  the  growth  of  both  public  and  pri- 
vate spending,  health  care  costs  in  general  and  medicare  and  med- 
icaid spending  in  particular  are  still  expected  to  grow  faster  than 
the  rest  of  the  economy. 

Summarizing  briefly  the  sources  of  growth  in  these  two  pro- 
grams, a  relatively  small  portion  is  caused  by  the  increase  in  the 
number  of  beneficiaries,  which  is  slightly  more  important  in  medic- 
aid than  in  medicare.  Automatic  increases  in  reimbursement  rates 
and  medicare  also  account  for  about  a  quarter  of  the  growth  in  that 
program.  But  the  bulk  of  the  growth  of  spending  in  both  medicare 
and  medicaid  stems  from  the  projected  increase  in  the  use  and  in- 
tensity of  medical  care  services. 

This  growing  claim  on  resources  by  the  health  sector  is  not  only 
an  issue  of  governmental  finance.  Private  sector  health  care  spend- 
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ing  has  also  escalated  over  the  past  30  years.  Moreover,  although 
that  growth  has  moderated  somewhat  in  the  past  2  years,  private 
health  spending  is  also  expected  to  command  a  growing  share  of 
national  income  over  the  years  ahead. 

The  rapidly  changing  health  care  environment  raises  questions 
about  whether  this  country  has  entered  a  new  era  of  moderate 
growth  in  health  spending  or  is  merely  experiencing  a  brief  respite 
from  higher  growth  rates. 

The  increasing  cost  of  private  health  insurance  premiums  has 
slowed,  as  the  Chairman  has  indicated,  in  part  because  the  spread 
of  managed  care  has  injected  an  element  of  price  competition  into 
part  of  the  economy  where  such  competition  had  previously  been 
modest.  During  the  1980's,  managed  care  plans  expanded  steadily 
but  did  not  attempt  to  compete  aggressively  on  the  basis  of  price 
with  the  traditional  indemnity  plans. 

Managed  care  plans  found  that  they  could  expand  their  enroll- 
ment and  profits  at  a  steady  pace  by  offering  premiums  slightly 
below  the  major  fee-for-service  plans,  and  there  seemed  to  be  little 
difference  in  the  rates  of  premium  growth  among  the  different 
types  of  plans.  Recently,  however,  several  factors  have  ushered  in 
a  period  of  more  intense  price  competition. 

First,  the  recession  of  1990  and  1991  highlighted  the  need  to  con- 
trol health  payments.  Second,  by  the  early  1990's,  enrollment  in 
managed  care  plans  had  grown  to  levels  that  providers  of  health 
services  found  difficult  to  ignore,  thereby  improving  the  ability  of 
those  plans  to  contract  with  hospitals  and  doctors  on  favorable 
terms.  Third,  as  some  businesses  have  used  managed  care  to  help 
slow  the  growth  of  their  premiums,  other  businesses  have  felt  pres- 
sure to  keep  up.  And  fourth,  plans  have  found  that  they  could  es- 
tablish and  expand  the  looser  forms  of  health  maintenance  organi- 
zations much  more  rapidly  than  traditional  group  and  staff  model 
HMOs. 

CBO  estimates  that  health  spending  in  1995  will  amount  to 
about  $1  trillion  or  14  percent  of  GDP,  up  from  about  6  percent  of 
GDP  30  years  ago.  Assuming  that  current  policy  continues,  CBO 
projects  that  national  health  expenditures  will  absorb  a  growing 
share  of  the  economy  and  exceed  $2  trillion  by  2005  or  18  percent 
of  GDP.  The  share  of  health  care  costs  financed  by  all  levels  of 
Government  is  projected  to  climb  from  45  percent  today  to  more 
than  over  half  by  2005. 

These  projections,  like  all  projections  of  health  care  spending,  are 
highly  uncertain.  Although  CBO  has  lowered  its  projections  of 
health  spending,  national  health  expenditures  could  still  reach  20 
percent  of  GDP  by  2005,  as  we  projected  15  months  ago.  If  health 
care  spending  were  to  continue  its  current  moderate  growth  rate, 
however,  its  share  of  GDP  could  be  less  than  the  18  percent  that 
CBO  is  now  projecting. 

The  potential  for  cost  savings  in  medicare  and  medicaid  through 
increased  use  of  managed  care  is  also  hard  to  quantify.  Managed 
care  plans  take  a  variety  of  forms,  ranging  from  tightly  managed 
group  and  staff — model  health  maintenance  organizations  (HMOs) 
to  more  loosely  organized  independent — practice  associations 
(IPAs).  Most  indemnity  plans  also  now  incorporate  some  elements 
of  managed  care  through  utilization  review,  case  management,  and 
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in  some  cases  designation  of  a  panel  of  preferred  providers  who  are 
encouraged  to  practice  in  a  cost-effective  manner. 

CBO's  most  recent  analysis  finds  that  the  use  of  health  care 
services  would  fall  by  about  20  percent,  on  average,  for  people  who 
move  from  the  typical  indemnity  plan  to  a  group — or  a  staff — model 
HMO.  For  those  moving  to  an  IPA,  use  of  services  would  fall  by 
less  than  1  percent  on  average.  The  estimated  average  effect  for  all 
types  of  HMOs,  in  our  estimation,  is  to  reduce  the  use  of  health 
services  by  about  8  percent  compared  with  the  current  mix  of  in- 
demnity plans.  These  differentials  are  broadly  consistent  with 
those  that  CBO  assumed  in  our  estimates  of  health  reform  propos- 
als last  year. 

Despite  the  cost-saving  potential  of  managed  care  plans,  expand- 
ing enrollment  in  such  plans  among  the  medicare  population  would 
be  unlikely  to  reduce  medicare's  cost  under  the  current  arrange- 
ments. Research  indicates  that  medicare  pays  more  for  enroUees 
and  HMOs  than  it  would  have  paid  had  those  enrollees  remained 
in  the  fee-for-service  sector.  And  that  is  true,  even  though  medicare 
pays  HMOs  in  any  given  geographical  area  only  95  percent  of  the 
average  fee-for-service  cost. 

One  reason  is  that  medicare  enrollees  are  permitted  to  enroll  or 
disenroll  from  HMOs  at  any  time  during  a  year,  instead  of  only 
during  an  annual  open  enrollment  period,  as  is  typical  for  non- 
medicare  enrollees.  It  also  appears  that  HMOs  attract  healthier 
members  of  the  medicare  population.  There  may  also  be  a  tendency 
for  HMO  enrollees  to  switch  to  the  fee-for-service  alternative  if  and 
when  severe  health  problems  arise. 

To  generate  savings  to  medicare  from  expanded  enrollment  in 
HMOs,  changes  in  medicare's  enrollment  conditions  and  payment 
system  for  HMOs  would  have  to  be  made.  For  example,  an  ainnual 
open  enrollment  period  with  a  point-of-service  requirement  would 
replace  today's  continuous  open  enrollment.  Medicare's  per  capita 
pa5rments  to  HMOs  would  also  have  to  be  adjusted  to  reflect  the 
HMO's  true  cost  of  serving  its  medicare  enrollees  better  than  the 
current  pa5anent  methodology  does. 

In  conclusion,  an  ever-increasing  share  of  public  and  private 
spending  is  being  claimed  by  the  health  care  sector,  making  choices 
about  how  to  allocate  scarce  resources  more  and  more  difficult.  Al- 
though CBO  has  shaved  its  projections  of  health  spending  growth 
for  the  coming  decade,  that  slowdown  does  not  alter  the  fundamen- 
tal situation.  Difficult  decisions  will  have  to  be  made  if  the  growth 
in  entitlement  spending  and  health  care  costs  is  to  be  curbed. 

Thank  you,  Mr.  Chairman. 

Chairman  Domenici  [presiding!.  Thank  you  very  much  for  that 
excellent  testimony. 

[The  prepared  statement  of  Mr.  Van  de  Water  follows:! 
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Mr.  Chairman,  I  welcome  this  opportunity  to  appear  before  your  Committee 

to  describe  the  outlook  for  federal  entitlement  spending  and  national  health 

expenditures  over  the  coming  decade.    My  presentation  today  will  address 

three  major  themes. 

o  Entitlement  spending  now  represents  more  than  one-half  of  the 
budget,  and  its  share  will  continue  to  grow  for  the  foreseeable 
future.  Medicare  and  Medicaid  account  for  virtually  all  of  the 
projected  increase. 

o  U.S.  spending  on  health  will  continue  to  increase  as  a  share  of 
gross  domestic  product  (GDP),  with  public  spending  rising  more 
rapidly  than  private  costs. 

o  Although  the  spread  of  managed  care  appears  to  have  slowed 
the  rate  of  growth  of  private  health  spending,  Medicare  and 
Medicaid  have  yet  to  reap  similar  returns. 

FEDERAL  SPENDING  ON  ENTITLEMENTS 

Rapid  growth  in  entitlements  and  other  mandatory  spending  has  been  a 
budgetary  concern  for  some  time.  Federal  entitlement  spending  now 
represents  more  than  one-half  of  total  federal  outlays  and  is  projected  to 
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constitute  more  than  60  percent  by  2005  (see  Figure  1).     Most  of  those 

payments  are  made  to  or  on  behalf  of  individuals  regardless  of  economic 
need.  Such  payments  for  the  elderly  and  disabled,  including  Social  Security, 
Medicare,  and  federal  military  and  civilian  retirement  programs,  absorb  nearly 
$600  billion,  or  more  than  two-thirds  of  entitlement  spending  (see  Table  1). 
In  contrast,  means-tested  benefits  such  as  Aid  to  Families  with  Dependent 
Children,  Supplemental  Security  Income,  and  Medicaid  will  total  less  than 
$200  billion  in  1995,  or  23  percent  of  entitlement  spending.  A  myriad  of 
other  programs,  including  unemployment  compensation  and  farm  price 
supports,  constitute  the  remainder  of  entitlement  spending.  The 
Congressional  Budget  Office  (CBO)  projects  that  total  entitlement  spending 
will  grow  from  12  percent  of  GDP  in  1995  to  13  percent  in  2000  and 
14  percent  in  2005. 

Although  the  growth  in  entitlement  spending  has  put  pressure  on  the 
budget,  it  has  also  had  favorable  outcomes.  Over  the  past  three  decades, 
Social  Security  has  raised  the  living  standards  of  millions  of  aged  and  disabled 
Americans.  Indeed,  it  has  helped  to  reduce  the  poverty  rate  for  the  aged  by 
more  than  half  over  the  period.  Enacting  and  expanding  Medicare  and 
Medicaid  have  done  much  to  limit  the  catastrophic  financial  risk  of  severe 
illnesses  for  tens  of  millions  of  Americans.  The  introduction  of  the  earned 
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Figure  1. 

Composition  of  Federal  Outlays,  1965-2005  (By  fiscal  year) 


Percentage  of  GDP 


All  Other  Outlays 


Net  Interest 


Other  Mandatory  Spending 


Medicare  and  Medicaid 


Social  Security 


1980    198S    1990    1995   2000   2005 


SOURCE:    Congressional  Budget  OfTice. 

NOTES:   Totals  exclude  deposit  Insurance. 

Projections  through  1998  assume  compliance  with  the  discretionary  spending  caps  in  the  Balanced 
Budget  Act.  Discretionary  outlays  are  assunrfed  to  keep  pace  with  inflation  after  the  caps  expire  in  1998. 
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Table  1. 

CBO  Baseline  Proiecdotu  for  Mandatory  Speadinf 

(By  (ileal  yoar,  ia  Uliooa  of  tlaUan) 


Actual 
1994       199S 


1996 


1997 


1998 


2000 


Mcaoa-Tcatad  Pragrami 


Medicaid 

Food  Stamps* 

Supplemental  Security  laoome 

Family  Suppoit 

Veterans' rcnaooa 

Child  Nutrition 

Earned  Income  Tai  Credit 

Student  Lous" 

Other 

Total,  Meana-Tetted  Programs 


Social  Security 
Medicare 
Subtotal 

Other  Retirement  and  Disabiliiy 
Federal  oiviliaa' 
Military 
Other 
Suixotal 

Uneinploym«at  Compeasatioa 

Other  Programs  . 
Veterans'  benefiu" 
Farm  price  supports 
Social  services 

Credit  reform  liquidating  aooounu 
Other 
Subtotal 

Total,  Noii-Meaa»>Tcsted  Programs 


Total  Mandatofy  Spending 


82 

90 

100 

111 

123 

136 

149 

2S 

26 

27 

29 

30 

32 

32 

24 

24 

24 

29 

32 

35 

40 

17 

18 

18 

19 

19 

20 

20 

3 

3 

3 

3 

3 

3 

3 

7 

8 

8 

9 

9 

10 

10 

11 

17 

20 

23 

24 

25 

26 

3 

4 

3 

3 

3 

3 

3 

177  194  208 

Hoa>Mcans-Tcst«d  Programs 


317 

334 

352 

371 

390 

411 

433 

-m 

■w. 

■^ 

^ 

.m 

628 

^ 

^ 

40 

42 

43 

46 

48 

50 

S3 

27 

28 

29 

31 

32 

35 

37 

-4 

-^ 

-^ 

if 

-i 

-^ 

-i 

26 

22 

23 

24 

26 

27 

28 

18 

17 

17 

18 

19 

20 

21 

10 

10 

9 

9 

8 

8 

8 

6 

6 

6 

6 

6 

6 

6 

-7 

1 

e 

-2 

-3 

-6 

-6 

-^ 

-& 

-4i 

-1 

-4i 

11 
39 

-4 

612 

651 

691 

733 

778 

829 

882 

Total 
789  84S 


899 


1/126 


1,097 


1.173 


SOURCE:  Coafrciiioaal  Bwdcet  OOk^ 

NOTE:       Spending  for  aujorbcacTitpropwns  shown  ia  this  table  iodudcsbcacfiu  only.  OuUsyt  for  adminisiniive  eosu  of  most  bcocTii  profjmnu 
arc  dasttficd  as  dookcstic  discictioaanF spcadinc  Mcdicaiv  PtriniYia  fiMlTili"*^  arc  dasHfied  as  iiHtminw  icocipts. 

a.  ladudes  autiiiioa  miitinffr  lo  Puuio  Rieo. 

b.  Focmcfty  hw  as  Ouanataad  Siudcat  Loaoa. 

c      ladudcs  CM  Scivioe,  FoRifa  Scivioa,  Coast  Ouaid,  aad  other  trriirmrnt  programs,  aad  *-*"''*-"'  health  bcacTils. 
d.      ladudcs  wctcaas'  rompcmalioa,  wadjitmeal  bcaefils,  life  tosurancr.  and  housia(  pngraffls. 

c.  UasdunSSOOi 
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income  tax  credit  and  its  recent  expansions  have  raised  the  disposable  income 

of  many  workers  and  their  families  with  low  and  moderate  earnings.  And 
federally  guaranteed  and  direct  student  loans  have  helped  many  younger 
people  to  obtain  the  skills  that  the  workforce  of  the  future  will  require. 

Despite  those  achievements,  however,  many  people  now  believe  that 
the  United  States  has  a  more  generous  set  of  entitlement  commitments  than 
its  taxpayers  are  willing  to  pay  for.  Several  factors  are  responsible.  Health 
costs  have  risen  rapidly  as  the  demands  on  and  capabilities  of  the  medical 
care  sector  have  expanded.  Some  cash  entitlement  programs  have  become 
more  generous  over  time.  The  elderly  population-to  whom  many  federal 
benefits  are  directed~has  grown  because  of  increasing  longevity  and  will  swell 
even  further  after  2010  with  the  retirement  of  the  baby-boom  generation. 

Although  cash  benefit  programs  including  Social  Security  currently 
account  for  two-thirds  of  all  mandatory  spending,  more  than  one-half  of  the 
spending  growth  in  this  budgetary  component  over  the  next  five  years  will 
come  from  two  noncash  programs-Medicare  and  Medicaid.  Those  two 
programs  alone  account  for  the  increasing  share  of  GDP  devoted  to 
entitlement  spending.  Despite  a  recent  slowdown  in  the  growth  of  both  public 
and  private  spending,  health  care  costs  in  general-and  Medicare  and 
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Medicaid  spending  in  particular-are  still  expected  to  grow  faster  than  the  rest 

of  the  economy. 

Over  the  1995-2000  period,  overall  mandatory  spending  is  projected  to 
rise  by  $327  billion,  or  nearly  40  percent.  As  Table  2  shows,  the  growth  of 
entitlement  spending  can  be  broken  down  into  several  factors,  including 
escalating  caseloads,  automatic  increases  in  cash  benefits,  and  annual 
adjustments  in  reimbursement  rates.  About  one-fifth  of  the  growth  derives 
from  increasing  numbers  of  beneficiaries,  and  one-quarter  flows  from 
automatic  price  adjustments  for  cash  benefits.  Most  of  the  remaining  growth 
relates  to  the  increase  in  use  and  intensity  of  medical  services  provided  uiider 
Medicare  and  Medicaid. 

Consider  the  sources  of  growth  in  the  Medicare  (Parts  A  and  B)  and 
Medicaid  programs  (see  Table  3).  Only  a  small  portion  of  the  escalation  in 
Medicare  spending  stems  from  growing  enroUment-about  10  percent. 
Similarly,  automatic  adjustments  in  reimbursement  rates-with  their  associated 
effects  on  the  volume  of  services  provided-account  for  only  about  25  percent 
of  spending  growth.  The  majority  of  the  increased  outlays  consists  of 
spending  attributable  to  the  increased  use  of  services.  In  Part  A,  the  Hospital 
Insurance  program,  those  effects  are  reflected  in  rapid  increases  in  payments 
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Table  1 

Souroet  of  Growth  in  MandaUxy  Speodiog  (By  Cscal  year,  in  billions  of  dollars) 

1996  1997  1996  1999  2000 

Projected  1995  Spending  845  845  845  845  845 

Source*  of  Growth 
Growth  in  caseloads 
Coit-of-living  adjittlmeals 
Other  aulomaiic  incrcaiei  in  benefits' 
Other  increases  in  Medicaid  and  Medicare^ 
Other  growth  in  average  Social  Security  benefits' 
Irregular  number  of  benefit  payments' 
Change  in  outlays  of  credit  reform 

li^Hi  id  sting  #(xxwTtf 
Other 

Total 

Protected  Spending  899  962  1.026  1,097  1.173 

SOURCE:  Co«^rc«ioaal  Budget  Office. 

a.  Autometk  iaoreaie*  in  Food  Stamp  bfnrfai,  Medicare  rdmbunemcat  nut,  and  earned  income  lai  credit  under  fonnulu 
^ledfied  by  law. 

b.  AH  grtwth  not  attributed  to  raifloadt  and  automatic  increaie*  in  rcimbunemcm  rates. 

c       AH  growth  not  attributed  to  caietoadi  and  co«-oMiving  adjustments. 

d.       Supplrmratal  Secuiity  Income  and  veterans'  compfinatioa  and  peniioni  will  pey  It  months  of  bcnefiu  in  1W6, 13  in  2000,  and 
12  in  other  yaais. 
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Table  3. 

Sources  of  Growth  in  Medicare  and  Medicaid  (By  fiscal  year. 

in  billions  of 

dollars) 

1996 

1997 

1998 

1999 

2000 

Projected  199S  Spending 

266 

266 

266 

266 

266 

Sources  of  Growth 
Growth  in  caseloads 
Medicare 
Medicaid 
Subtotal 

3 

_i 
6 

5 

13 

8 

-11 
19 

10 

15 
25 

12 

_15 
30 

Automatic  reimbursement  increases 
in  Medicare* 

4 

10 

16 

22 

27 

Other  increases 
Medicare 
Medicaid 
Subtotal 

13 

20 

25 

_12 

38 

38 

_22 
60 

54 

_il 
85 

71 
_41 
112 

Total 

30 

61 

95 

131 

170 

Projeaed  Spending 

296 

328 

361 

398 

436 

SOURCE:  Cotrrminnil  B«ri(M  Ofliee. 

«.    No  Minn  ihi  hmiJ  thaagt  ocom  la  wlmbiincmcDl  Mhtdok*  la  M««1i<iid;  i»thcf,  tb»  |oi<«r»aic«t  fntt  lo  p«y  i  ih«te  of  the  bilU  mbnutted 
M  k  bgr  luu  wd  locil  foircnacatt.  ThiK,  (he  effect  of  taOuioa  oa  M«i<1kiM  ouUeyt  I*  iodarKt  aad  ii  pen  of  *Oiher  inauics.* 
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for  home  health  and  skilled  nursing  facility  care  rather  than  hospitals.  The 
growth  in  Part  B  of  Medicare,  the  Supplementary  Medical  Insurance  program, 
is  largely  fed  by  the  increased  use  of  hospital  outpatient  procedures-a  shift 
that  is  clearly  tied  to  the  reduced  rate  of  growth  in  inpatient  hospital  services. 

Although  many  fees  for  Medicare  services  are  automatically  adjusted 
under  statutory  formulas,  the  states  determine  reimbursement  rates  under 
Medicaid,  and  the  federal  government  simply  pays  each  state  a  fixed  share  of 
program  costs.  The  reimbursement  rates  are,  however,  subject  to  the  Boren 
Amendment,  which  requires  payments  to  hospitals  and  nursing  homes  to 
reflect  the  reasonable  and  adequate  costs  of  providing  services.  The  rates  are 
also  subject  to  legislation  requiring  that  provider  payments  be  high  enough  to 
ensure  access. 

The  federal  government  therefore  has  little  flexibility  to  change 
Medicaid  spending  except  through  changing  the  matching  formula,  restrictmg 
eligibility,  or  Umiting  services.  CBO  expects  growth  in  the  number  of 
beneficiaries  to  be  much  more  important  in  explaining  spending  growth  in 
Medicaid  than  in  Medicare.  Expansions  in  current  law,  which  will  not  be  fully 
implemented  until  2002,  and  rapidly  growing  numbers  of  disabled  people  help 
to  explain  why  the  number  of  Medicaid  beneficiaries  is  projected  to  climb  by 
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20  percent  over  the  next  five  years.  Growth  in  caseloads  accounts  for  about 

one-third  of  the  projected  increase  in  outlays  for  Medicaid. 

PROJECTIONS  OF  NATIONAL  HEALTH  EXPENDITURES 

The  growing  claim  on  resources  by  the  health  care  sector  is  by  no  means  only 
an  issue  of  governmental  finance.  Private-sector  health  spending  has  also 
escalated  rapidly  over  the  past  30  years.  Moreover,  although  that  growth  has 
moderated  somewhat  since  1990,  private  health  spending  is  still  likely  to 
command  a  growing  share  of  national  income  over  the  decade  ahead.  The 
rapidly  changing  health  care  environment  raises  questions  about  whether  the 
United  States  has  entered  a  new  era  of  moderate  growth  in  health  spending 
or  is  simply  experiencing  a  relatively  brief  respite  from  higher  growth  rates. 

The  increasing  cost  of  private  health  insurance  premiums  has  slowed 
in  part  because  the  spread  of  managed  care  has  injected  a  measure  of  price 
competition  in  a  sector  of  the  economy  that  had  previously  experienced  little 
such  competition.  During  the  1980s,  managed  care  plans  expanded  steadily, 
but  did  not  attempt  to  compete  aggressively  on  the  basis  of  price  with  the 
traditional  indemnity  plans.  Managed  care  plans  could  expand  enrollment 
and  profits  at  a  steady  pace  by  offering  premiums  slightly  below  the  major 
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fee-for-service  plans,  and  there  seemed  to  be  little  difference  in  the  rate  of 

premium  growth  among  the  different  types  of  plans. 

Recently,  however,  several  factors  ushered  in  a  period  of  more  intense 
price  competition  among  plans.  First,  U.S.  economic  growth  was  weak  in  the 
1990-1993  period.  The  recession  of  1990-1991,  like  the  previous  recession  of 
1981-1982,  highlighted  the  need  for  efforts  to  control  health  payments.  The 
continued  expansion  of  the  economy,  however,  might  provide  an  impetus  to 
faster  spending  growth. 

Second,  by  the  early  1990s,  enrollment  in  managed  care  plans  had 
grown  to  levels  that  providers  of  health  care  services  found  increasingly 
difficult  to  ignore,  improving  the  ability  of  plans  to  contract  with  hospitals  and 
doctors  at  favorable  terms.  Those  price  discounts,  combined  with  the 
potential  that  managed  care  plans  have  to  reduce  the  use  of  health  services 
below  what  would  be  expected  under  fee-for-service  reimbursement,  have  led 
managed  care  plans  to  provide  significant  cost  advantages  over  traditional 
insurance  plans. 

Third,  as  some  businesses  have  used  managed  care  to  help  slow  the 
premium  increases  faced  by  their  workers,  other  businesses  have  felt  pressure 
to  keep  up.  If  a  company  finds  that  its  employees  are  amenable  to  managed 
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care,  it  can  use  the  savings  to  pay  its  workers  more,  leaving  businesses  that  do 

not  find  ways  to  slow  premium  growth  at  a  competitive  disadvantage  in 

attracting  and  retaining  a  skilled  workforce. 

Finally,  plans  found  that  they  could  establish  and  expand  the  looser 
independent  practice  association  (IP A)  or  preferred  provider  organization 
(PPO)  forms  of  health  maintenance  organization  (HMO)  much  more  rapidly 
than  the  traditional  group-  or  staff-model  HMOs.  Those  new  plans  found  a 
climate  fertile  for  price  competition,  and  their  market  share  expanded  rapidly. 
Compared  with  traditional  group-  or  staff-model  HMOs,  those  newer  forms 
of  managed  care  have  not  proven  as  capable  of  controlling  their  enroUees'  use 
of  health  services,  but  they  seem  to  be  adept  at  contracting  for  hospital  and 
physician  services  on  favorable  terms. 

In  CBO's  view,  the  outlook  for  public  health  spending  has  improved 
in  part  because  the  changes  spearheaded  by  the  private  sector  will  spill  over 
to  the  Medicare  and  Medicaid  programs.  But  there  are  some  limitations  on 
how  effectively  public  programs  can  replicate  the  cost  savings  in  the  private 
sector.  The  open-ended  nature  of  fee-for-service  Medicare  and  the  formula 
that  Medicare  uses  to  pay  HMOs  (discussed  below)  prevent  the  program  from 
taking  full  advantage  of  the  changes  taking  place  in  the  private  sector. 
Medicaid  probably  has  greater  latitude  for  using  managed  care  plans,  but 
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many  of  the  states'  efforts  in  that  direction  also  include  expansions  of 

coverage  and  improved  access  to  care,  making  the  trend  in  total  outlays 
extremely  uncertain. 

Before  going  into  more  detail  about  CBO's  projections  of  national 
health  expenditures,  it  must  be  emphasized  that  projecting  national  health 
spending  involves  a  good  deal  of  judgment  in  interpreting  the  recent  data. 
Rapid  expansion  of  managed  care  plans  and  provider  networks  is 
reconfiguring  the  U.S.  health  care  delivery  system.  Whether  those  changes 
and  others  in  the  health  care  market  will  continue  to  moderate  the  growth  of 
health  spending,  as  during  the  past  several  years,  is  uncertain,  CBO's 
projections  assume  continued  moderate  growth  in  1995  and  1996  and  a 
rebound  to  somewhat  higher  growth  rates  thereafter.  Such  a  pattern  mirrors 
the  cycle  of  health  spending  that  occurred  during  and  following  the  Carter 
Administration's  efforts  at  hospital  cost  containment,  as  well  as  in  the  mid- 
1980s,  when  the  Medicare  prospective  payment  system  was  introduced  and 
inflation  in  health  care  costs  subsequently  rebounded.  Because  of  the  change 
in  the  competitive  climate  of  the  health  care  market,  however,  CBO  does  not 
project  health  spending  to  rebound  as  high  as  in  previous  cycles. 

CBO  estimates  that  health  spending  in  1995  will  amount  to  about 
$1  trillion,  or  14  percent  of  GDP,  up  from  about  6  percent  of  GDP  30  years 
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ago  (see  Table  4).    Assuming  current  policy  continues,  CBO  projects  that 

national  health  expenditures  will  absorb  a  growing  share  of  the  economy  and 
exceed  $2  trillion  by  2005,  or  18  percent  of  GDP.  The  share  of  health  costs 
financed  by  all  levels  of  government  is  projected  to  climb  from  45  percent  in 
1995  to  over  50  percent  by  2005.* 

CBO  estimates  that  spending  for  health  care  grew  about  6  percent  in 
1994,  the  slowest  rate  in  30  years,  and  will  grow  about  7  percent  in  1995. 
CBO's  projections  of  private  health  insurance  premiums  show  correspondingly 
slow  growth:  5  percent  in  1994  and  6  percent  in  1995.  CBO  projects  that  the 
growth  of  private  health  insurance  premiums  will  average  about  7.4  percent 
a  year  between  1995  and  2000.  Federal  spending  for  Medicare  and  Medicaid, 
however,  is  projected  to  grow  by  10  percent  a  year. 

Of  course,  all  projections  of  health  spending  are  uncertain.  Although 
CBO  has  lowered  its  projections  of  health  spending,  national  health 
expenditures  could  still  reach  20  percent  of  GDP  by  2005,  as  CBO  projected 
15  months  ago.    However,  if  health  spending  were  to  continue  its  current 


L     See  the  forthcoming  CBO  Paper,  'Projections  of  National  Health  Expenditures:   1995-20QS.* 
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Table  4. 

Projectioai  of  Naliooal  Health  Expenditure*,  by  Source  of  Funds  (By  calendar  year) 

Source  of  Fundt  1965       1980       1985       1990      1995*      2000*     2005* 

la  BiUlou  of  DoUars 

Private  31         146         259         410         552         770      1.051 

Public 

Federal 

State  and  local 

Total,  National  Health  Expenditures 

Private 
Public 

Federal 

State  and  local 

Total,  National  Health  ExpendUures  lOOJO      lOOD      lOOD      lOOD      lOOD      100.0      100.0 

Average  Aaaual  Growth  Rale  tron  PtcvIimm  Year  Shown  (Percent) 

Private  ■.«.        10.8        12.2         9.6         6.1  6.9         6.4 

Public 

Federal 

Stau  and  local 

Total.  National  Health  Expenditure*  n.a.        U.7        1L6         9.9         7.7         7.9         7.6 

Memoranda: 

Gross  Domestic  Product 

(Billions  of  dollars)  703 

Average  Annual  Growth  of 

Gross  l>omestic  Product  (Percent)  n.a. 

Ratio  of  National  Health  Expenditures 

to  Grott  Donettic  Product  53 

SOUKCB:  CD«pTwin«il  Biwl^rt  Ofltet. 

NOTE:       aj.  "  aw  iffliciMi.  M»ihiii  —y  act  add  lo  wuli  b»MMi  tt  ic—<1i^ 


(.7 

1L4 

9.7 

113 

9.6 

93 

L8 

9.2 

1L9 

5.9 

7J 

7.2 

2,708 

4.039 

5,546 

7,127 

9.128 

11.772 

9.4 

83 

6J 

5.1 

5.1 

52 

93 

10.8 

12.6 

14.1 

16.1 

i&JO 

IS 


204 
moderate  growth  rate,  its  share  of  GDP  in  2005  would  be  significantly  below 
our  currently  projected  level  of  18  percent  of  GDP. 

CBO'S  ASSUMPTIONS  ABOUT  MANAGED  CARE 

The  potential  for  cost  savings  in  the  Medicare  and  Medicaid  programs  from 
increased  use  of  managed  care  is  not  easily  quantifiable.  Managed  care  plans 
take  a  variety  of  forms.  The  most  tightly  managed  plans  tend  to  be  group- 
and  staff-model  health  maintenance  organizations,  whose  physicians  serve  the 
plan's  enrollees  exclusively. 

The  independent  practice  association  is  a  more  loosely  organized  form 
of  HMO  whose  panel  of  physicians  serves  the  IPA's  enrollees  along  with  other 
patients.  Most  indemnity  plans  also  now  incorporate  some  elements  of 
managed  care-through  utilization  review,  case  management,  and  in  some 
cases  designation  of  a  panel  of  preferred  providers  who  practice  in  a  cost- 
conscious  way. 

CEO  continues  to  assess  the  extent  to  which  various  forms  of  managed 
care  reduce  the  use  of  health  care  services,  compared  with  unmanaged 
indemnity  plans  in  the  fee-for-service  sector.  Our  most  recent  analysis  finds 
that  the  most  effective  HMOs  reduce  use  of  services  by  about  22  percent. 
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while  IP  As,  PPOs,  and  indemnity  plans  with  effective  utilization  review  reduce 

use  by  2  percent  to  4  percent,  on  average.* 

Because  almost  all  private  health  insurance  plans  now  include  some 
elements  of  managed  care,  moving  people  from  indemnity  plans  to  HMOs 
would  reduce  the  use  of  services  by  somewhat  lower  amounts.  The  use  of 
services  would  fall  by  about  20  percent,  on  average,  for  people  moving  from 
the  typical  indemnity  plan  to  a  group/staff  HMO.  For  those  moving  to  an 
IPA,  use  of  services  would  fall  by  less  than  1  percent  on  average.  The 
estimated  average  effect  of  all  types  of  HMOs  is  to  reduce  use  of  services  by 
8  percent,  compared  with  the  current  mix  of  indemnity  plans.  Those 
differentials  are  broadly  consistent  with  the  savings  assumptions  used  by  CBO 
last  year  in  its  estimates  of  health  reform  proposals. 

The  small  average  effect  for  IPAs  reflects  their  highly  variable 
performance.  The  best-managed  IPAs  can  achieve  savings  comparable  to 
group/staff  HMOs,  but  many  IPAs  operating  today  have  not  yet  developed 
the  characteristics  necessary  to  achieve  their  full  potential.  The  IPAs  that  are 
most  likely  to  approach  the  effectiveness  of  the  best  group/staff  HMOs  use 
cost-conscious  providers,  maintain  an  effective  network  for  information  and 
control,  place  providers  at  financial  risk,  and  generate  a  substantial  portion 


2.    See  the  fonhcoming  CBO  Memofandum,  The  EfTecte  of  Managed  Care  and  Managed  Competition.* 
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of  each  provider's  patient  load.  However,  the  spread  of  any  willing  provider 

laws  (which  require  network  plans  to  include  any  providers  in  an  area  who  are 
willing  to  meet  the  plan's  terms)  may  prevent  IPAs  from  developing  the 
characteristics  necessary  for  effective  control. 

Note  that  the  savings  to  be  expected  from  expanding  managed  care 
depend  on  a  number  of  factors  in  addition  to  the  differences  among  various 
kinds  of  health  plans  in  their  expected  use  of  services.  Health  plans  also 
differ  in  the  prices  they  pay  providers  for  services  and  in  their  costs  of 
administration.  Further,  enrollees  will  not  voluntarily  move  to  more  tightly 
managed  plans  unless  they  will  save  enough  in  out-of-pocket  costs  to  offset 
the  disadvantages  of  more  restrictive  plans.  In  fact,  very  little  of  the  recent 
growth  in  HMO  enrollment  has  occurred  among  closed-panel  plans,  which 
restrict  patients  to  a  specified  panel  of  providers.  Most  growth  has  occurred 
among  point-of-service  (POS)  or  open-panel  plans,  which  permit  patients  to 
seek  care  from  out-of-plan  providers  if  they  pay  a  larger  share  of  the  costs. 

Despite  the  cost-saving  potential  of  managed  care  plans,  expanding 
enrollment  in  such  plans  among  the  Medicare  population  would  be  unlikely 
to  reduce  Medicare's  costs  under  the  current  system.  The  available  research 
indicates  that  Medicare  pays  more  for  enrollees  in  HMOs  than  it  would  have 
paid  had  they  remained  in  the  fee-for-service  sector,  even  though  Medicare 
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pays  HMOs  in  each  geographic  area  only  95  percent  of  the  average  costs  of 

Medicare  enroUees  in  the  fee-for-service  sector.  One  reason  is  that  Medicare 

enrollees  are  permitted  to  enroll  or  disenroll  from  HMOs  at  any  time  during 

the  year,  instead  of  only  during  an  annual  open-enrollment  period  as  is  typical 

for  non-Medicare  enrollees.  It  appears  that  HMOs  attract  healthier  members 

of  the  Medicare  population.     There  may  also  be  a  tendency  for  HMO 

enrollees  to  switch  to  the  fee-for-service  alternative  when  severe  health 

problems  arise. 

To  generate  savings  to  Medicare  from  expanded  enrollment  in  HMOs, 
changes  in  Medicare's  enrollment  conditions  and  payment  system  for  HMOs 
would  have  to  be  made.  Medicare's  enrollment  requirements  would  be 
relatively  easy  to  redesign,  but  appropriate  changes  in  the  payment  system 
would  be  more  difficult  to  specify.  For  example,  an  annual  open-enrollment 
period  along  with  a  point-of-service  requirement  could  replace  today's 
continuous  open  enrollment.  The  POS  option  would  permit  Medicare 
enrollees  to  go  to  providers  outside  the  HMO's  panel  when  they  wanted  to, 
and  yet  it  need  not  increase  benefit  costs  for  either  the  HMO  or  Medicare. 
The  HMO  could  offset  the  potential  increase  in  costs  from  the  POS  option 
by  setting  its  cost-sharing  requirements  for  out-of-plan  care  sufficiently  high. 
Medicare's  capitation  payment  to  the  HMO  would  then  be  unaffected  by 
enrollees  who  chose  to  use  the  POS  option. 
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To  ensure  that  Medicare  neither  overpays  nor  underpays  HMOs  for 

their  Medicare  enrollees.  Medicare's  capitation  payments  to  HMOs  would 

have  to  reflect  the  HMO's  true  costs  of  serving  its  Medicare  enrollees  better 

than  current  payments  do.  One  way  to  accomplish  that  would  be  to  improve 

the  current  method  of  adjusting  the  average  fee-for-service  payment  rate  by 

expanding  the  adjustment  factors  used.  However,  defining  a  set  of  additional 

factors  that  would  improve  the  accuracy  of  the  payment  rate  without 

generating  undesirable  incentives  for  HMOs  has  proved  to  be  a  difficult  task. 

CONCLUSION 

The  growth  of  entitlement  spending  in  general  and  of  health  care  costs  in 
particular  continues  to  attract  the  attention  of  policymakers.  An  ever- 
increasing  share  of  public  and  private  spending  is  being  claimed  by  health 
care  costs,  making  choices  about  how  to  allocate  scarce  resources  more  and 
more  difficult.  Although  CBO  has  shaved  its  projections  of  health  spending 
growth  for  the  coming  decade,  that  slowdown  does  not  alter  the  fundamental 
choices  facing  the  United  States.  Hard  decisions  will  have  to  be  made  if  the 
growth  in  entitlement  spending  and  health  care  costs  is  to  be  curbed. 
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Chairman  DOMENICI.  For  the  Senators  that  arrived  after  opening 
statements  were  completed,  we  are  going  to  allow  each  of  you  2- 
additional  minutes  in  your  first  round,  so  that  you  can  expand  not 
only  on  your  questions,  but  if  you  want  to  have  some  comments, 
each  one  will  have  that. 

Are  there  any  Senators  on  our  side  that  are  on  very,  very  tight 
time  frames?  I  am  going  to  yield  then.  Senator,  for  my  first  round 
to  Senator  Grassley  and  I  will  take  my  turn  in  due  course.  Senator 
Grassley. 

Senator  Grassley.  First  of  all,  Mr.  Chairman,  I  will  not  use  my 
2  minutes  to  say  my  statement,  I  will  put  it  in  the  record.  It  fol- 
lowed similar  remarks  that  you  were  making  and  things  you  em- 
phasized, and  I  thank  you  for  your  leadership  in  that  area. 

[The  prepared  statement  of  Senator  Grassley  follows:] 

Prepared  Statement  of  Senator  Charles  E.  Grassley 

Mr.  Chairman  I  have  a  brief  statement. 

Entitlement  spending  is  clearly  a  major  part  of  our  deficit  problem.  And  I  think 
we  all  know  that  we  have  to  get  entitlement  spending  under  control  if  we  are  going 
to  get  our  Federal  budget  house  in  order. 

I  think  we  all  know  also  that  we  have  to  achieve  major  savings  in  the  medicare 
and  medicaid  programs,  since  they  constitute  the  biggest  component  of  our  entitle- 
ment programs. 

Big  savings  are  necessary  just  to  preserve  the  Medicare  Program.  As  I  understand 
it,  the  "Part  A"  Program  will  be  operating  in  the  red  within  a  few  short  years  if 
we  do  not  make  changes  in  it.  In  the  long  term,  the  retirement  of  the  baby  boom 
generation  will  put  all  of  our  retirement  systems  under  great  strain,  especially  the 
health  programs. 

I  want  to  do  my  part  in  helping  to  get  a  handle  on  entitlement  spending. 

I  do  want  to  offer  a  word  of  caution,  however,  Mr  Chairman.  I  think  it  is  impor- 
tant to  remember  that  if  we  approach  reductions  in  these  health  programs  in  the 
wrong  way  we  could  do  great  damage  to  the  health  care  services  in  certain  parts 
of  the  country. 

I  am  referring  to  the  dependence  of  many  of  our  rural  communities  on  the  Medi- 
care Program.  In  my  State,  for  instance,  we  have  the  largest  numbers  of  small  rural 
hospitals  which  were  eligible  to  participate  in  the  Medicare  Dependent  Hospitals 
Program.  Those  hospitals  are  the  linchpin  of  health  services  in  their  communities. 
It  is  certainly  conceivable  that  severe  across  the  board  reductions  in  the  "Part  A" 
Program  could  cause  many  of  these  hospitals  to  fail. 

I  understand  that  our  committee  will  not  be  working  at  that  level  of  detail.  The 
actual  mix  of  spending  reductions  will  fall  to  the  Finance  Committee. 

Nevertheless,  it  is  important  to  keep  in  mind  that  we  have  to  proceed  with  care 
as  we  develop  our  budget  resolution. 

Senator  Grassley.  I  think  you  have  just  stated,  Mr.  Van  de 
Water,  that  you  see  20  percent  savings  because  of  managed  care 
generally,  not  for  medicare  people? 

Mr.  Van  de  Water.  Twenty  percent  was  the  rate  for  the  most 
effective  types  of  managed  care,  namely  the  group — and  staff — 
model  HMOs.  The  average  would  be  about  7  percent  to  8  percent. 

Senator  Grassley.  My  question  to  you  is  that  last  year  when  you 
reviewed  the  literature,  you  were  not  certain  that  that  could  be 
quantified.  So  you  have  had  additional  review  of  the  literature  and 
you  are  satisfied  now  that  you  can  make  a  statement  that  there  is 
a  great  deal  of  savings  in  managed  care.  I  think  a  year  ago  CBO 
could  not  make  that  statement. 

Mr.  Van  de  Water.  We  have  been  assuming  savings  attribute  to 
managed  care  for  some  time.  As  I  recall,  our  first  detailed  analysis 
of  the  subject  came  out  in  June  of  1992.  And  in  the  summer  of 
1993,  when  we  did  our  first  estimates  for  major  health  reform  pro- 
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posals,  we  included  an  assumption  that  if  enroUees  shifted  from 
fee-for-service  to  managed-care  plans,  there  would  be  savings  in 
health  care  services  of  about  7.5  percent.  We  have  been  using  that 
assumption  for  the  past  IV2  years. 

As  new  data  comes  out,  sometimes  it  looks  as  if  the  savings  are 
lower,  sometimes  they  look  as  if  they  are  higher,  but  the  most  re- 
cent studies  that  we  have  done  seem  to  confirm  the  assumption  we 
have  been  using. 

Senator  Grassley.  Is  it  fair  to  assume  that  your  conclusions  are 
a  little  more  reserved  thain  the  managed  care  industry  that  seems 
to  lead  us  to  believe  that  savings  will  be  hand  over  fist,  just  much 
more  savings  than  that? 

Mr.  Van  de  Water.  That  is  our  business,  to  be  more  reserved 
and  cautious  about  these  things. 

Senator  Grassley.  You  have  then  gone  on  to  say  that  the  enroll- 
ment of  people  on  medicare  into  managed  care  environments  would 
not  have  that  same  amount  of  savings  as  the  average  of  7  to  8  per- 
cent you  just  stated  for  the  entire  population? 

Mr.  Van  de  Water.  I  was  trying  to  say  that  the  potential  for 
savings  is  there  but  the  current  payment  arrangements  do  not 
allow  medicare  to  realize  them. 

Senator  Grassley.  So  then  what  we  have  to  do  is  to  make  those 
arrangements  for  medicare  people  similar  to  other  private  sector 
arrangements;  is  that  right? 

Mr.  Van  de  Water.  How  to  do  it  is,  as  you  c£m  imagine,  a  com- 
plicated issue.  Medicare  is  fundamentally  structured  to  emphasize 
the  fee-for-service  approach,  and  I  suspect  you  ultimately  have  to 
substantially  restructure  the  program  in  order  to  make  full  use  of 
the  potential  of  managed  care. 

Senator  Grassley.  On  a  medicaid  question,  your  testimony — or 
at  least  the  testimony  of  CBO  before  the  Budget  Committee  late 
last  month  stated  that  projected  medicaid  spending  appeared  to  be 
less  them  you  had  estimated  in  August  of  1994.  What  do  you  at- 
tribute the  difference  to? 

Mr.  Van  de  Water.  It  is  very  hard  to  know  to  what  that  dif- 
ference should  be  attributed.  At  this  point,  we  have  only  aggregate 
data  for  the  Medicaid  Program.  We  do  not  have  the  necessary  pro- 
gram detail  that  would  really  allow  us  to  tell  what  the  sources  are. 
I  have  to  say  that  we  really  do  not  know,  and  that  makes  it  very 
difficult  to  determine  how  that  favorable  experience  in  1994  should 
be  interpreted. 

Senator  Grassley.  That  same  testimony  stated  that  CBO's  ex- 
tended forecast  sees  significant  lower  spending  for  medicare  in  the 
years  after  the  year  2000.  What  is  that  attributable  to? 

Mr.  Van  de  Water.  In  medicare  we  have  reduced  our  projections 
for  the  growth  in  hospital  spending  over  the  long  run  for  several 
reasons.  We  have  reduced  the  expected  rate  of  growth  of  the  mar- 
ket basket  of  medical  goods  and  services  that  is  used  in  medicare. 
We  have  also  reduced  the  expected  growth  in  hospital  admissions 
per  enrollee.  In  fact,  we  now  are  assuming  that  is  going  to  be  ap- 
proximately constant  over  the  years  ahead. 

Senator  Grassley.  Mr.  Chairman,  I  will  yield  back  my  time. 

Chairman  DOMENICL  Senator  Exon? 

Senator  Exon? 
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Senator  ExoN.  Mr.  Chairman,  thank  you  very  much. 

The  Chairman  addressed  agriculture  entitlements,  one  of  our  en- 
titlements, I  would  agree.  But  maybe  to  get  the  picture  on  this, 
could  you  compare  the  trend  in  agriculture  entitlements  and  the 
spending  connected  therewith  with  other  entitlements?  You  know, 
I  would  just  mention  one,  possibly  Federal  employee  retirement 
benefits.  Which  one  of  these  types  of  programs  are  having  the 
greatest  effect  in  complicating  our  problems  for  the  future? 

Mr.  Van  de  Water.  I  would  refer  you,  Mr.  Exon,  to  the  table  on 
page  4  of  my  prepared  statement.  ^  I  believe  you  referenced  some 
of  these  numbers  in  your  opening  remarks. 

Farm  price  supports,  for  example,  which  are  shown  near  the  bot- 
tom of  the  table,  are  currently  running  about  $10  billion  a  year, 
and  under  our  estimates  they  are  projected  to  decline  to  about  $8 
billion  a  year  in  2000. 

Federal  retirement,  however,  including  the  civilian  and  military 
and  other  components,  is  projected  to  grow  from  about  $72  billion 
in  1994  to  $96  billion  by  2000.  Clearly,  using  the  examples  you 
cited.  Federal  retirement  programs  are  larger  at  their  initial  level 
and  growing,  whereas  farm  price  supports  are  projected  to  decline. 

Now,  as  the  Chairman  noted,  this  is  assuming  typical  weather 
patterns  and  other  behaviors,  and  we  know  that  in  the  past  unex- 
pected events  have  occurred  that  have  caused  the  farm  programs 
to  spiral  upwards. 

Senator  ExoN.  Well,  as  you  know,  we  have  at  least  partially — 
and  I  think  significantly — addressed  that  with  the  new  crop  insur- 
ance programs  and  the  requirements  therein,  which  are  designed 
to  wean  us  off  very  abruptly  from  the  proposition  of  farmers  not 
buying  crop  insurance  and  then  waiting  for  a  disaster,  and  when 
the  disaster  occurs,  everybody  says,  oh,  we  have  got  to  do  some- 
thing about  that.  So  I  think  we  are  taking  a  step  in  the  right  direc- 
tion. 

The  reason  I  ask  the  question  is  that,  once  again,  we  can  talk 
about  agricultural  programs  and  their  effect  on  the  budget,  but  I 
would  suggest,  once  again,  that  numbers-wise  and  percentage-wise 
there  are  other  entitlement  programs  that  have  not  taken  the  hit 
that  agriculture  has  over  the  years. 

In  that  regard,  though,  let's  talk  about  the  Consumer  Price 
Index,  which  has  been  very  much  in  the  news  of  recent  date.  Does 
your  organization  have  a  suggested  policy  or  recommend  making 
changes  in  the  Consumer  Price  Index  as  it  currently  exists?  It  is 
my  view  and  I  have  felt  for  some  time  probably  that  the  Consumer 
Price  Index,  at  least  as  has  been  indicated  in  testimony  before  this 
committee  by  the  Chairman  of  the  Federal  Reserve  Board,  should 
be  looked  at.  I  would  hope  that  possibly  we  could  take  a  look  at 
the  Consumer  Price  Index. 

Does  your  organization  have  any  views  on  the  accuracy  of  the 
Consumer  Price  Index  as  it  currently  exists? 

Mr.  Van  de  Water.  CBO  published  an  analysis  of  this  issue  last 
fall,  examining  the  research  that  has  been  done  by  the  Bureau  of 
Labor  Statistics  and  other  agencies.  Our  conclusion  is  that  there  is 
apparently  an  upward  bias  in  the  Consumer  Price  Index  (CPI);  that 

I  See  p.  192. 
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is,  that  it  does  slightly  overestimate  the  rate  of  inflation.  We  esti- 
mated that  that  overstatement  was  probably  in  the  range  of  0.2  to 
0.8  percent  per  year. 

Senator  ExoN.  High. 

Mr.  Van  de  Water.  Yes,  it  is  too  high.  So  that  if  you  were  to 
take  the  average,  it  might  be  perhaps  a  half  a  percentage  point  too 
high  each  year. 

The  Bureau  of  Labor  Statistics  is  trying  to  improve  the  index.  In 
fact,  a  lot  of  the  information  that  we  and  other  researchers  can  ob- 
tain on  the  topic  is  done  by  the  Bureau  of  Labor  Statistics  itself, 
and  updating  these  price  indexes  is  not  a  simple  matter.  Price  in- 
dexes have  a  long  history  in  the  economics  profession.  There  are  a 
lot  of  problems  involved  in  figuring  out  how  to  compute  an  ideal 
price  index.  But  it  does  appear  that  there  is  probably  a  slight  over- 
statement in  the  CPL 

Senator  ExON.  Well,  I  would  just  say,  for  one  Senator's  opinion, 
at  least  I  interpreted  some  of  the  remarks  that  the  Speaker  of  the 
House  has  made  in  this  regard,  that,  you  know,  we  ought  to  figure 
out  how  much  that  is  and  just  declare  that  as  a  savings. 

I  think  what  we  need  here  is  honesty  and  integrity  to  get  to  the 
right  figure,  whatever  it  is,  and  not  be  estimating  how  much  money 
we  are  going  to  save  or  reap  from  doing  this.  I  think  this  is  some- 
thing that  should  be  looked  at,  and  you  agree. 

Mr.  Van  de  Water.  We  do,  yes. 

Senator  ExoN.  Mr.  Chairman,  thank  you  very  much.  I  yield  on 
the  first  round. 

Chairman  DOMENICI.  Might  I  comment,  I  would  hope,  that  for 
those  who  are  interested  in  how  savings  are  taking  place  in  the 
Federal  program  of  medicaid,  that  some  of  you  would  stay  around 
for  the  next  panel.  There  are  some  very  living  examples  that  are 
real  that  will  occur  in  the  testimony  that  follows  our  CBO  expert. 

I  am  going  to  go  ahead  and  again  5deld  on  our  side.  Senator  Gor- 
ton, would  you  like  to  proceed? 

Senator  GrORTON.  Mr.  Chairman,  I  do  not  have  any  direct  ques- 
tions for  this  witness.  I  will  take  this  opportunity  to  say,  however, 
that  the  kind  of  analysis  that  we  are  receiving  here  is  exactly  what 
we  need  in  order  to  make  these  difficult  decisions.  It  is  easy  for  us 
or  an  administration  or  anyone  else  to  say  that  a  given  program 
is  off  limits,  that  it  is  not  in  trouble.  You  have  pointed  out  the  very 
problems  that  we  are  going  to  face  with  the  Medicare  Trust  Fund 
in  an  extremely  short  period  of  time. 

Chairman  Domenici.  6  years. 

Senator  Gorton.  And  I  cannot  tell  you  how  valuable  I  regard  the 
expertise  of  our  people  here  from  our  Congressional  Budget  Office 
in  at  least  allowing  us  to  start  our  deliberations  from  an  objective 
set  of  facts,  facts  that  I  think  we  ignore  at  our  peril.  So  I  don't  have 
specific  questions  for  this  witness,  but  I  must  say  that  I  am  most 
impressed  by  his  analysis. 

Chairman  DOMENICI.  Thank  you  very  much. 

Senator  Dodd? 

Senator  DoDD.  Thank  you,  Mr.  Chairman.  Let  me  thank  our  wit- 
nesses. 

Just  to  raise  this,  if  I  can,  to  put  it  in  perspective,  what  you  are 
suggesting — if  I  can  get  the  heart  of  this — is  that  the  maximum 
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amount  of  savings,  as  you  see  it  at  this  point,  from  attracting  peo- 
ple to  managed  care,  it  would  be  about  8  percent.  Is  that  correct? 

Mr.  Van  de  Water.  Yes,  on  a  static  basis,  if  you  will. 

Perhaps  I  should  raise  another  issue  that  goes  beyond  this. 
There  are  also  proposals  that  would  attempt  to  change  medicare 
substantially  so  as  to  introduce  a  system  of  what  has  come  to  be 
known  as  managed  competition.  You  probably  remember  that  that 
was  one  of  the  proposals  for  national  health  care  reform  that  was 
considered  last  year.  And  one  of  the  issues  that  people  have  been 
struggling  with  is  that  if  the  whole  system  were  reformed  so  as  to 
emphasize  price-consciousness  and  choice,  would  there  be  a  possi- 
bility not  only  for  one-time  savings  from  shifting  people  out  of  fee- 
for-service  and  into  managed  care  plans,  but  would  there  also  be 
some  sort  of  reduction  in  the  long-run  rate  of  growth? 

That  question  is  a  speculative  one  because  we  have  never  experi- 
enced a  system  of  managed  competition.  We  do  not  know  what  the 
answer  would  be.  But  CBO  ultimately  concluded  that  there  is  some 

{)ossibility,  for  even  further  reductions  in  the  growth  rate  over  the 
ong  haul  if  competition  in  the  health  care  sector  could  be  empha- 
sized. 

Senator  Dodd.  I  presume  you  are  basing  that  statistical  conclu- 
sion on  some  current  movement,  and  I  am  curious  as  to  how  much, 
for  lack  of  a  better  description,  cherry-picking  is  going  on  here, 
where  relatively  healthy  people  in  that  category  are  moving  into 
managed  care.  Obviously,  that  is  not  the  case  as  people  get  older. 
Obviously,  you  have  greater  health  care  concerns.  Should  that  be 
a  matter  of  concern  as  we  look  at  this? 

Mr.  Van  de  Water.  It  is  definitely  a  matter  of  concern,  and  that 
is  one  of  the  reasons  that  it  is  hard  to  figure  out  what  the  savings 
in  use  of  services  might  be  from  shifting  to  managed  care.  As  I  be- 
lieve I  mentioned,  more  healthy  people — ^younger  people — tend  to 
enroll  in  HMOs,  and  older  and  less  healthy  people  tend  to  be  en- 
rolled in  the  fee-for-service  sector.  So  we  have  to  go  through  statis- 
tical manipulations  to  try  and  separate  out  those  effects. 

It  is  also  a  concern  from  a  policy  point  of  view.  If  one  were  open- 
ing up  the  Medicare  System,  for  example,  to  freer  choice  between 
managed  care  and  fee-for-service  plans,  it  might  be  necessary  to 
adjust  payment  rates  to  reflect  differences  in  risk  among  the  dif- 
ferent populations  in  the  two  sectors. 

Senator  Dodd.  Putting  that  in  graphic  terms,  that  means  it  could 
increase  the  out-of-pocket  costs  for  senior  citizens? 

Mr.  Van  de  Water.  It  could  increase  the  cost  to  the  taxpayer, 
at  least,  of  financing  the  system. 

Senator  DoDD.  I  understand  as  well,  but  also  out-of-pocket  ex- 
penses for  the  individual  as  they  move  to  the  fee-for-service  ap- 
proach. 

Mr.  Van  de  Water.  Yes. 

Senator  DoDD.  It  has  been  suggested,  and  I  think  it  is  pretty 
much  accepted,  by  a  vote  the  other  day,  that  whether  we  do  this 
de  jure,  or  de  facto  we  are  going  to  take  Social  Security  off  the 
table.  We  passed  a  sense  of  the  Senate  resolution  last  week  which 
has  the  full  force  and  effect  of  a  bite  of  a  chicken,  that  Social  Secu- 
rity ought  to  be  off  the  table.  I  think  there  were  16  votes  that  sug- 
gested it  ought  to  be  kept  on  the  table  as  we  look  at  overall  spend- 
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ing.  So  taking  that  off  the  table,  there  is  a  suggestion  that  in  order 
to  achieve  the  balanced  budget  by  the  year  2002,  there  would  have 
to  be  something  in  the  neighborhood  of,  I  think,  $977  billion  sav- 
ings in  medicare,  medicaid,  and  other  mandatory  programs. 

Does  moving  to  managed  care,  get  us  to  all  the  savings  that 
would  be  required  by  these  draconian  cuts?  Or  is  it  going  to  re- 
quire, in  your  opinion,  additional  significant  cuts  in  the  Medicare 
Program  to  achieve  that  goal? 

Mr.  Van  de  Water.  If  the  cuts  were  made  on  a  proportional 
basis  in  medicare  and  all  other  programs,  you  would  certainly  need 
far  more  than  an  8  percent  reduction.  Again,  8  percent  is  perhaps 
the  meiximum  figure.  Clearly,  you  are  not  going  to  be  able  to  shift 
all  medicare  beneficiaries  into  managed  care  arrangements,  cer- 
tainly not  in  a  couple  of  years  and  perhaps  not  even  in  a  7-year 
span.  There  may  be  parts  of  the  country  where,  for  various  reasons, 
managed  care  arrangements  will  be  harder  to  develop.  You  might 
also  have  categories  of  beneficiaries  such  as  seriously  disabled  peo- 
ple, for  which  managed  care  might  raise  special  issues. 

Senator  DODD.  Are  you  familiar  with 

Chairman  DOMENICI.  Would  the  Senator  yield?  I  will  give  him  an 
additional  30  or  40  seconds. 

Senator  DODD.  Yes. 

Chairman  DoMENici.  I  think  you  misunderstood  a  question.  I 
think  you  left  the  impression  that  under  HMO's  and  managed  care, 
the  out-of-pocket  is  larger  rather  than  smaller.  I  believe  it  is  small- 
er in  most  managed  care  and  HMO's. 

Mr.  Van  de  Water.  I  must  admit  that  I  was  not  entirely  sure 
that  I  understood  Mr.  Dodd's  question,  so  perhaps  I  did  not  answer 
it. 

Senator  DODD.  The  question  is  whether  individual  out-of-pocket 
expenses,  as  people  move  into  that  area 

Chairman  DoMENici.  Are  less. 

Mr.  Van  de  Water.  The  Chairman  is  correct,  of  course,  that  the 
HMOs  generally  involve  lower  copayments  and  deductibles  and 
lower  out-of-pocket  payments  than  do  the  indemnity  plans. 

Senator  DODD.  Yes,  well,  I  understood  that.  I  understand  that 
they  are  lower  typically  under  managed  care.  But  there  has  been 
a  pattern  of  incresing  out-of-pocket  costs.  My  question  really  is  not 
so  much  to  compare  the  present  indemnity  programs  to  managed 
care,  but  to  ask  what  the  effect  of  additioned  cuts  would  be? 

Mr.  Van  de  Water.  I  am  afraid  I  still  do  not  understand  the 
question. 

Senator  DoDD.  My  time  is  up.  I  understand  what  you  mean  in 
terms  of  the  indemnity  programs.  Let  me  suggest  to  you  what  I  am 
trying  to  get  is  some  sense  of  what  happens  to  the  individual  here 
in  terms  of  their  costs  down  the  road.  Today,  as  I  understand  it — 
you  can  correct  me  if  I  am  wrong  on  these  numbers — out-of-pocket 
costs  average  $2,800  a  year.  That  number  has  gone  up  from  15  per- 
cent to  around  23  percent  in  the  last  7  years. 

Mr.  Van  de  Water.  Yes.  In  recent  years,  there  has  been  an  in- 
crease in  out-of-pocket  spending.  That  is  correct. 

Senator  DoDD.  And  what  I  am  driving  at  or  trying  to  get  at  here 
is  what  likelihood  is  there,  as  we  shift,  move  in  this  direction,  that 
those  out-of-pocket  expenses  are  apt  to  increase? 
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Mr.  Van  de  Water.  There  actually  is  some  chance  that  they 
might  decline,  for  the  reason  that  the  Chairman  cited. 

Senator  DODD.  Moving  to  the  managed  care? 

Mr.  Van  de  Water.  Moving  to  managed  care. 

Senator  Dodd.  Well,  I  will  come,  Mr.  Chairman.  I  do  not  want 
to 

Chairman  Domenici.  The  word  indemnity  and  the  other  word, 
fee-for-service,  are  identical. 

Senator  Dodd.  I  know  that,  yes. 

Chairman  Domenici.  So  when  he  uses  the  word  indemnity,  he  is 
using  fee-for-service,  and  he  is  saying  indemnity  usually  costs  more 
out-of-pocket  than  the  group  coverage. 

Mr.  Van  de  Water.  In  fact,  Mr.  Chairman,  the  incentive  that 
managed  care  plans  offer  to  medicare  beneficiaries  to  enroll  in 
their  plans  is  precisely  the  reduction  in  out-of-pocket  payments. 
They  can  say,  "If  you  come  to  us,  not  only  will  you  get  all  of  the 
services  you  had  before,  but  in  addition,  you  will  no  longer  have 
the  large  copayments  and  deductibles  that  are  typical  for  medi- 
care." 

Chairman  DOMENICI.  Senator  Bond? 

Senator  Bond.  Thank  you  very  much,  Mr.  Chairman.  I  certainly 
appreciate  your  calling  this  very  important  hearing.  I  will  give  you 
a  brief  opening  statement.  I  did  want  to  share  with  you  three  iso- 
lated thoughts  dealing  with  entitlements. 

Of  course,  we  all  know  that  my  former  senior  colleague,  Senator 
Danforth,  and  Senator  Kerrey  of  Nebraska,  on  the  bipartisan  Com- 
mission on  Entitlement  and  Tax  Reform,  put  out  this  book  that  is 
about  as  popular  as  a  dual  case  of  poison  ivy  and  poison  sumac. 
And  I  am  almost  afraid  to  leave  it  around  anywhere  where  it  would 
infect  anybody,  because  it  has  been  treated  with  such  great  fear. 
It  has  all  of  the  winning  characteristics  of  the  Mexican  peso  bail- 
out, but  it  is  definitely  appropriate  we  are  having  this  hearing. 

While  we  are  talking  about  big  numbers  in  entitlements,  I  just 
want,  at  the  risk  of  being  repetitive,  which  I  intend  to  be,  to  point 
out  what  the  Chair  has  already  pointed  out  last  year.  There  is 
something  that  walks  like  an  entitlement  and  quacks  like  an  enti- 
tlement; it  is  not  strictly  called  an  entitlement,  but  it  is  federally 
assisted  housing.  And  if  you  do  not  think  it  is  going  to  be  tough 
to  cut  federally  assisted  housing  when  the  result  could  be — I  say 
could  be — to  put  people  on  the  street,  it  is  going  to  be  at  least  as 
difficult  as  any  entitlement  cuts. 

The  HUD  baseline  for  continuing  federally  assisted  housing  for 
the  next  5  years  would  have  budget  authority  increasing  by  $70  bil- 
hon— seven-zero  billion  dollars  in  budget  authority — and  $26  billion 
in  outlays. 

Now,  we  have  heard  from  HUD  officials  that  there  are  going  to 
be  some  draconian  cuts  proposed  by  the  President  to  bring  that 
budget  authority  increase  over  the  next  5  years  down  to  $20  billion 
and  the  outlays  down  to  $13  billion.  We  have  not  yet  seen  what 
those  cuts  are,  but  the  magnitude  of  those  numbers  is  something 
that  we  cannot  escape. 

Chairman  Domenici.  Senator,  would  you  yield  on  that?  We 
would  very  much  appreciate  it — I  would  and  I  am  sure  the  commit- 
tee would — since  you  are  taking  the  lead  in  the  Appropriations 
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Subcommittee  in  getting  to  the  bottom  of  this,  I  think  we  would 
very  much  appreciate  being  informed  as  you  proceed  with  this  in- 
formation. I  do  not  know  that  we  can  have  a  hearing  just  on  this. 
We  will  try  to  get  the  information. 

Senator  Bond,  Well,  since  you  mentioned  it.  Senator,  we  have 
previously  invited  all  members  of  the  Budget  Committee,  along 
with  the  housing  authorizing  committees,  and  you  are  invited  to  at- 
tend a  hearing  that  we  will  be  having  at  9:30  tomorrow  morning 
following  up  on  this.  I  will  be  giving  a  floor  speech,  and  I  would 
welcome  the  continuing  advice  and  assistance  of  the  staffs  of  the 
Budget  Committee  on  this  Armageddon  in  housing. 

I  do  want  to  mention  very  briefly  managed  care.  The  capitation 
program  in  medicaid  is  something  that  we  tried  on  a  pilot  basis  in 
Missouri  back  in  the  early  1980's  when  I  was  Governor.  We  found 
out  by  capitating  payments  for  medicaid  recipients  in  Jackson 
County,  which  is  roughly  the  county  that  includes  a  large  portion 
of  Kansas  City  and  Independence,  we  were  able  to  allow  the  recipi- 
ents to  choose  their  providers,  either  a  public  hospital  or  two  very 
fine  community  health  centers,  or  any  of  a  group  of  PPO's. 

The  health  care  provider  chosen  immediately  placed  emphasis  on 
bringing  people  in  for  preventive  care,  well-baby  care,  immuniza- 
tions, prenatal  care  for  pregnant  women,  and  we  found  as  a  result 
that  the  people  on  that  program  were  happier  with  their  managed 
care.  They  sp)ent  less  time  sick,  less  time  in  the  hospital.  There 
were  a  series  of  benefits  fi-om  a  very  heavy  emphasis  on  primary 
and  preventive  care,  and  the  result  was  a  savings  of  several  mil- 
lions of  dollars  in  that  one  county  alone  for  the  State  and  for  the 
Federal  Government. 

I  would  ask  Mr.  Van  de  Water  if  he  is  familiar  with  that  experi- 
ence and  if  CBO  has  looked  into  that. 

Mr.  Van  de  Water.  I  cannot  say  that  I  am  familiar  with  the  spe- 
cific experience  in  the  Missouri  county  that  you  cite,  but  certainly 
we  are  familiar  with  medicaid  managed  care  in  general.  In  fact,  as 
the  Chairman  suggested,  Mr.  Piper  from  Wisconsin,  who  will  be 
following,  will  be  focusing  on  that  in  great  detail. 

The  analysis  that  CBO  has  done  comparing  use  of  fee-for-service 
and  managed  care  plans  includes  findings  for  medicaid  as  well  as 
private  programs,  and  it  is  broadly  consistent  with  the  numbers 
that  I  have  cited.  We  suspect — to  follow  up  on  Mr.  Grassley's  ques- 
tion— that  the  growth  in  managed  care  plans  in  medicaid  probably 
is  due  some  of  the  credit  for  the  recent  slowdown  in  growth  that 
we  have  observed,  but  we  still  had  an  8  percent  growth  in  medicaid 
last  year. 

Senator  Bond.  If  I  may  interject,  my  time  is  about  up,  and  I 
apologize  for  filibustering.  But  it  appears,  to  me  at  least,  that 
health  spending  has  been  kept  down  because  of  reforms  driven  by 
the  marketplace,  not  by  the  Government.  And  I  would  ask  for  your 
conclusion,  whether  you  would  agree  that  moving  decision-making 
and  management  of  these  programs  into  the  marketplace  rather 
than  having  top-down  operation  or  top-down  caps  placed  by  the 
Government  on  them  is  a  better  way  to  bring  down  the  costs  and 
whether  there  would  be  an  advantage  in  designing  a  market-based, 
risk-sharing  approach  to  the  delivery  of  health  care  services. 
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Mr.  Van  de  Water  As  an  economist,  I  have  great  sympathy  for 
making  greater  use  of  the  marketplace,  although  as  a  staff  member 
ot  CBO,  I  have  to  shy  away  from  making  a  specific  recommenda- 
tion. 

Chairman  DoMENici.  That  is  a  pretty  good  answer.  [Laughter  1 

Senator  Bond.  I  know  exactly  where  he  stands.  Thank  you   Mr 

Chairman.  ^     ,  ^xx. 

Chairman  DoMENici.  Senator  Conrad.  Would  you  please  keen 
your  questions  brief,  Senator?  ^       *'  v 

Senator  CoNRAD.  Senator  Dodd  has  a 

Senator  Dodd.  Let  me  thank  the  Chairman,  but  let  me  try  one 
more  time.  I  apologize.  What  I  was  trying  to  get  at  is  this-  I 
prefaced  my  remarks  by  saying  I  think  Social  Security  is  going  to 
^®  °  mu*^^  .^^^1®  °^®  way  or  the  other.  Clearly  interest  payments 
are.  Ihat  is  not  a  question.  Interest  on  the  debt  is  off  the  table 
defense  is  likely  to  increase,  and  tax  cuts  are  expected.  There  is  aii 
estimate  that  taking  these  items  off  the  table  may  well  require  a 
dO-percent  reduction  in  all  other  programs.  That  is  what  I  am  try- 
ing  to  get  at  here.  Whether  you  accept  30  percent  or  22  percent  or 
24  percent  or  18  percent.  f  yjL 

Your  point  is  that  the  maximum  savings  to  medicare  by  movine 
to  managed  care  is  about  8  percent;  is  that  correct? 

Mr.  Van  de  Water.  Yes. 

Senator  Dodd.  My  point  to  you  is  simply  that  if  that  is  the  case, 
and  If  It  IS  going  to  be  required  that  we  achieve,  let's  say,  a  30- 
Fw^Il  ^^^^f^^«"  a^^of  the  board,  22  percent  has  to  be  made  up; 
that  the  making  up  of  that  additional  22  percent  or  15  percent 
whatever  the  number  turns  out  to  be,  will  require  either  one  of  two 
n„f  ?f  ^'l  !"*  ^  significant  reduction  in  benefits  or  an  increase  in 
case?  ^^°^        ^^P®'^^®^  ^°^  ^^^^  medicare  recipient.  Is  that  not  the 

Mr.  Van  de  Water.  If  our  8-percent  figure  is  right 
Senator  Dodd.  Well,  you  are  testifying  it  is. 
Mr.  Van  de  Water.  It  is  the  best  information  we  have,  yes,  sir 
Senator  Dodd.  That  is  the  only  point  I  was  trying  to  mkke  here,' 
smd  I  appreciate  the  point  about  comparing  indemnity  programs 

IJl^fi^^'f^^^^'^"^-  ^".*  ^^^  ^^^^  ^^  a^«  considering  meLi  S? 
sigmficant  reductions  in  benefits  or  increased  out-of-pocket  ex- 
penses for  the  recipient.  Is  that  correct*? 

Mr.  Van  de  Water.  Yes,  it  would. 

Senator  Dodd.  Thank  you  very  much. 

Chairman  Domenici.  Senator  Conrad? 

Senator  Conrad.  I  am  going  to  be  so  brief 
it  Sif ''■'"^  Domenici.  Did  that  use  all  your  time  up?  Did  that  use 

Senator  Conrad.  In  the  interest  of  getting  to  the  other  wit- 
nesses Mr.  Chairman,  I  will  forego  queltionifg.  I  think  we  hTve 
W^v  H^n'f  round  with  him,  and  I  think  his  statement  is  very  good. 
Why  don  t  we  get  to  the  rest  of  the  witnesses? 

thi>,k  f^r}  ^^^^^J^^- }  ^^^T^  asked  none,  so  I  do  not  want  you  to 
Senator  Conrad.  Fine. 
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Chairman  DOMENICI.  Senator  Snowe,  would  you  like  to  ask  some 
questions? 

Senator  Snowe.  Just  very  briefly,  and  I  will  ask  unanimous  con- 
sent to  include  in  the  record  a  statement. 

[The  prepared  statement  of  Senator  Snowe  follows:] 

Prepared  Statement  of  Senator  Olympia  J.  Snowe 

I  would  like  to  thank  our  witnesses  for  speaking  to  us  today — especially  since  the 
topic  is  one  that  generates  considerable  controversy  and  passion  from  many  Mem- 
bers of  this  committee  and  throughout  the  Congress. 

Entitlement  spending  has  grown  and  expanded  to  the  point  that  it  currently  con- 
sumes 54  percent  of  our  annual  budget.  In  the  next  10  years,  entitlements  are  pro- 
jected to  remain  relatively  constant  when  measured  as  a  percent  of  GDP,  but  will 
ultimately  consume  over  60  percent  of  our  budget. 

The  programs  supported  by  this  spending  provide  medical  services  for  our  elderly 
and  impoverished,  food  support  for  families  and  the  poor,  unemployment  compensa- 
tion for  those  out  of  work,  and  loans  for  post-secondary  students.  Indeed,  it  is  hard 
to  pinpoint  a  program  that  does  not — in  one  way  or  another — benefit  individuals  we 
consider  deserving  of  assistance. 

However,  this  does  not  mean  that  many  of  these  programs  could  not  be  improved 
or  the  quality  of  their  delivery  system  enhanced.  The  challenge  will  not  be  as  much 
in  reaching  a  consensus  on  the  programs  that  could  be  improved — but  in  agreeing 
on  how  such  improvements  will  be  achieved.  For  this  reason,  I  look  forward  to  hear- 
ing our  witnesses  thoughts  on  existing  programs  and  hope  that  they  will  provide 
insight  on  ways  we  can  improve  benefits  while  decreasing — if  not  holding  the  line 
on — costs. 

In  addition,  the  recent  passage  of  the  Balanced  Budget  Amendment  in  the  House 
and  the  start  of  our  debate  in  the  Senate  is  certain  to  lead  to  greater  scrutiny  of 
Federal  programs — both  mandatory  and  discretionary.  I  hope  our  witnesses  can 
share  with  us  ideas  on  melding  the  fiscal  constraints  of  a  Balanced  Budget  Amend- 
ment with  the  burgeoning  costs  of  entitlement  spending. 

I  am  confident  this  hearing  will  provide  a  strong  starting  point  for  the  analysis 
of  specific  entitlement  proposals  as  our  committee  looks  ahead  to  the  drafting  of  a 
Budget  Resolution  in  the  coming  months. 

Thank  you,  Mr.  Chairman. 

Senator  Snowe.  I  want  to  welcome  you,  Mr.  Van  de  Water  and 
ask  you  a  few  questions. 

Has  CBO  done  any  analysis  of  the  impact  on  savings  resulting 
from  the  block  grant  approach?  Obviously  this  will  be  a  very  impor- 
tant issue  in  this  Congress,  and  as  you  know,  the  National  Gov- 
ernors' Association  is  currently  meeting  here  in  Washington  and 
discussing  options  including  block  grants.  There  have  been  some 
suggestions  of  exchanging  various  programs.  For  instance,  the  Fed- 
eral Government  would  retain  medicaid  and  the  State  governments 
would  assume  AFDC  and  food  stamps.  But  what  about  the  block 
grant  approach?  Can  we  derive  savings  from  this  approach  and 
have  you  done  any  analysis  in  that  regard? 

Mr.  Van  de  Water.  Of  course,  we  work  with  the  staffs  of  the 
various  committees  that  are  looking  into  these  approaches,  at  this 
point  particularly  the  Ways  and  Means  Committee  on  the  House 
side.  It  is  my  understanding  that  the  proposals  are  all  vei'y  much 
in  flux  at  this  time,  so  there  is  no  specific  proposal  for  which  I 
could  give  you  an  estimate. 

Clearly,  the  way  that  savings  can  be  produced  through  a  block 
grant  approach  is  through  establishing  the  block  grant  either  at 
100  percent  or  some  fraction  of  spending  for  whatever  programs 
are  to  be  included  in  the  block  grant,  and  then  allowing  that  spend- 
ing to  grow  at  a  less  rapid  rate  than  we  would  expect  under  cur- 
rent law.  And  depending  upon  how  stringent  the  Congress  would 
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like  to  be  m  designing  formulas  of  that  sort,  you  can  produce  great- 
er or  lesser  savings  through  the  block  grant.  But,  obviously  the 
more  the  Federal  Government  saves,  the  greater  the  pressures  are 
hkely  to  be  on  States  and  localities  or  on  beneficiaries. 

Senator  Snowe.  Well,  as  I  was  looking  at  your  testimony,  it  is 
clear  to  me  that  m  some  ways  we  obviously  have  to  look  at  more 
innovative  ways  of  providing  and  delivering  our  services.  For  exam- 
ple, too  often  when  it  comes  to  dehvering  health  care  services  and 
providing  for  them,  we  do  not  emphasize  prevention.  What  we  do 
is  provide  the  reimbursements  at  a  time  when  people  are  sicker, 
rather  than  on  the  other  end  to  encourage  prevention.  We  should 
take  care  of  them  when  it  is  less  costly,  rather  than  when  it  is 
more  costly.  And  that  has  been  the  whole  problem,  for  example  in 
the  Medicare  Program.  I  have  been  a  strong  proponent  of  home 
health  care,  and  I  notice  in  your  testimony  you  mention  the  fact 
that  there  has  been  a  growth  in  home  health  care  payments.  But 
u  u^^^i  ^^  ^®  ^°  ^°^  encourage  prevention.  For  example,  we  had 
the  big  fight  a  couple  years  ago  on  mammograms— even  to  get  the 
reimbursements  for  mammograms  for  women  over  65— and  now  it 
is  still  every  other  year.  It  is  still  not  every  year. 

So  I  think  it  is  also  the  way  in  which  we  deliver  these  services 
that  can  make  a  big  difference  and  have  an  impact  on  the  costs  of 
the  program.  Would  you  not  agree? 

Mr.  Van  de  Water.  I  would  agree,  but  with  the  caveat  that  im- 
proved prevention,  while  clearly  being  to  the  benefit  of  the 
consumer— of  the  citizen— doesn't  always  produce  substantial  dol- 
lar sayings.  For  example,  in  the  case  of  screenings  such  as  you 
cited,  in  addition  to  the  cost  of  the  screenings  themselves,  which 
are  not  tnvial,  there  can  be  follow-up  tests  because  in  some  in- 
stances you  can  have  false  positives.  Then,  there  is  whatever  treat- 
ment that  might  be  required  if,  a  problem  is  determined 

There  are  a  lot  of  studies  of  the  doUar  effects  of  these  screening 
proposais,  but  those  studies  tend  not  to  find  substantial  savings 
They  are  good  for  the  pubUc.  They  are  highly  desirable  things  to 
do.  But  they  do  not  necessarily  save  a  lot  of  money 

Senator  Snowe.  Well,  I  would  be  interested  in  seeing  some  of 
those  studies.  I  think  this  is  something  that  is  obviously  a  concern 
especially  when  you  are  talking  about  the  increased  costs  even 
though  we  are  going  to  have  a  moderate  growth  rate  in  health  care 
services  beyond  the  year  2000.  Nevertheless  it  is  still  very  high 
And  1  think  that  we  have  to  look  differently  at  what  results  in 
greater  cost.  As  stated,  I  also  think  that  there  is  no  question  that 
prevention  is  something  that  we  clearly  do  not  emphasize  at  the 
rederal  level. 

•JI^Vu^^  °^  Water.  My  answer  was  not  intended  to  disagree 
,w  .  !.*.?"!^.*.°^y?^';  comments.  I  think  that  my  testimony  has 
indicated  that  it  would  be  necessary  to  restructure  our  current  pub- 
lic programs  in  order  to  take  advantage  of  some  of  the  cost-saving 
techmques  that  are  being  developed  in  the  private  sector,  not  only 
prevention  but  use  of  managed  care. 

Senator  Snowe.  Thank  you. 

Chairman  DoMENici.  Thank  you  very  much.  I  want  to  just  see 
if  I  can  do  this  with  just  three  focuses. 
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First  let  me  say  to  Senator  Dodd  and  those  who  were  interested 
in  what  cut  means  and  what  cut  does  not  mean.  Let  me  just  give 
you  an  example  since  you  used  20,  30  percent  cuts,  reductions.  Let 
me  tell  you  what  I  think  that  means  in  light  of  the  enormous 
growth  in  the  program.  So  let  me  just  take  one. 

If  we  were  to  reduce  the  expenditures  for  medicare  by  8  percent, 
it  would  be  growing  at  8  percent.  OK? 

Senator  Dodd.  I  agree. 

Chairman  DOMENICI.  If  we  were  to  reduce  it  16  percent,  which 
is  close  to  one  of  your  examples,  it  would  be  growing  at  7.3  percent. 
OK? 

So  that  is  because  it  is  growing  at  such  a  rapid  rate.  When  you 
speak  of  cutting  or  reducing,  you  are  taking  it  from  that  11  percent 
annual  increase  to  something  less,  and  that  is  a  cut. 

Now,  I  understand  there  would  be  programmatic  changes  that 
would  occur,  but  I  think  frequently  the  American  people,  when  we 
discuss  let's  reform  and  change,  take  the  20  percent  reduction  as 
if  it  is  a  cut  below  the  amount  being  spent  today.  And  it  is  not. 
You  have  got  to  say  what  do  we  expect  the  expenditure  to  be,  and 
we  expect  it  to  go  up  11,  from  which  we  say,  with  reform,  we  re- 
duce it.  So  I  think  that  is  a  big  difference. 

I  v/ould  just  give  you  the  numbers.  What  we  have  calculated. 
Senator  Gorton,  is  if  medicare  went  from  this  $176  billion  in  1995, 
in  the  year  2002  under  current  law  it  would  be  $344  billion 

Senator  Gorton.  Almost  double. 

Chairman  DOMENici.  Almost  double  by  the  year  2002.  Then  if 
you  reduced  it  by  16  percent,  you  are  reducing  that  doubling  by  16 
percent,  it  would  be  $289  billion.  Still  a  dramatic  increase,  which 
would  literally  be  a  7.3  percent  increase  per  year. 

Now,  having  said  that,  let  me  see  if  I  can  get  to  some  of  the  is- 
sues within  medicare 

Senator  Dodd.  Mr.  Chairman,  if  I  may  just  respond,  I  appreciate 
your  point  on  that,  and  I  think  it  makes  the  point  in  many  ways, 
too.  We  are  talking  about  increasing  and  taking  a  lot  of  these 
things  off  the  table. 

Chairman  DOMENICI.  Of  course. 

Senator  Dodd.  As  we  look  at  how  we  reach  these  numbers  in  the 
year  2002,  and  I  do  not  disagree  with  your  particular  point.  It  is 
a  good  point  to  make.  But  it  just  highlights,  I  think,  exactly  the 
kind  of  draconian  approach  required  when  we've  taken  half  the 
budget  off  the  table. 

I  am  one  of  the  16  who  voted  the  other  day  not  to  take  Social 
Security  off  the  table.  I  realize  that  was  not  a  popular  vote.  But 
I  do  not  know  how  in  good  conscience  you  can  on  the  one  hand  say 
we  are  going  to  do  this,  and  then  shrink  so  dramatically  the  num- 
ber of  programs  remaining  on  the  table.  We  are  going  to  have  to 
cut  the  rest  to  the  bone.  That  is  the  problem  we  create  for  our- 
selves. 

Chairman  DOMENici.  Now,  let  me  make  a  second  point.  You  have 
tried  to  pin  CBO  down,  and  let  me  tell  you,  we  greatly  appreciate 
your  professionalism  in  this.  Everything  I  have  seen  and  heard  and 
read,  you  are  right  down  the  middle.  You  are  not  trying  to  bias  this 
in  favor  of  reform  or  non-reform  or  whatever.  But  you  have  said  8 
percent  is  the  best  you  can  expect. 
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But  let  me  ask  you,  last  year  I  think  for  HMO's  and  managed 
competition  under  Cooper,  my  staff  reminds  me  that  you  all  evalu- 
ated that,  and  you  said  something  a  little  different,  and  I  wonder 
why  or  if  it  is  peculiar  to  a  Federal  program  versus  the  market- 
place. You  said  if  you  go  to  managed  care  you  will  create  a  growing 
wedge.  It  will  not  be  8  percent.  In  fact,  you  said  in  time  it  would 
be  bigger. 

Now,  if  that  is  the  case,  I  wonder.  Under  the  best  of  cir- 
cumstances, is  that  not  true  with  reference  to  medicaid  or  medi- 
care? 

Mr.  Van  de  Water.  Yes,  it  is,  and  I  believe  I  had  tried  to  make 
that  point  in  one  of  my  responses  to  Mr.  Dodd's  questions. 

Chairman  DOMENICI.  All  right. 

Mr.  Van  de  Water.  The  point  is  that  under  a  system  of  managed 
competition  that  emphasizes  price  competition,  we  concluded  that 
the  rate  of  growth  of  spending  could  be  slowed.  I  think  Mr.  Dodd 
referred  to  it  as  a  statisticEil  finding.  I  only  wish  that  it  were.  It 
is  basically  a  question  of  judgment  at  this  point,  because  we  are 
talking  about  a  world  that  no  one  has  ever  observed. 

I  should  also  say  that  we  had  assumed — again,  for  better  or 
worse — that  the  reduction  in  the  growth  rate  under  a  managed 
competition  scheme  might  reach  1  percent  a  year  after  5  to  10 
years,  but  it  would  take  a  while  to  reach  that  level.  So  I  think  that 
although  you  are  correct,  it  would  be  hard  to  push  that  8  percent 
too  much  higher  in  the  next  5  to  10  years.  You  could  get  slightly 
higher,  but  the  savings  from  a  managed  competition  approach 
would  tend  to  arise  in  the  even  more  distant  future. 

Senator  Dodd.  Mr.  Chairman,  I  would  just  say,  by  the  way,  I  am 
a  strong  supporter  of  managed  care.  I  think  we  ought  to  be  doing 
everything  we  can.  In  fact,  a  lot  of  seniors  like  this  program.  We 
ought  to  be  trying  to  get  them  in  it.  So  I  do  not  want  my  question 
to  imply  in  some  way  I  am  not  a  strong  supporter  of  managed  care. 

Chairman  DOMENICI.  I  believe,  members  of  the  committee,  that 
what  is  happening  is  when  we  talk  about  reforming  and  changing 
to  another  system,  we  have  those  who  are  participants  in  the  cur- 
rent system,  that  is,  players  in  the  delivery  system,  who  are  always 
telling  us  why  we  cannot  do  it.  Frankly,  I  believe  the  only  way  to 
push  the  envelope  is  to  force  the  change  as  rapidly  as  you  can  and, 
thus,  force  the  consolidation  of  these  delivery  systems  so  they  are 
delivering  in  a  different  way.  If  we  wait  around  for  them  to  say  it 
is  all  ready,  it  is  happening,  I  do  not  believe  it  will  happen  with 
reference  to  two  big  Government  programs. 

I  want  to  get  to  one  thing  on  medicare,  and  then  I  will  close.  You 
have  indicated  in  your  estimates — and  I  will  give  you  these  num- 
bers— that  medicare  spending  will  be  at  $286  billion  in  the  year 
2000,  up  from  $176  bilhon.  So  that  is  a  $110  billion  increase.  Now, 
of  that  amount,  I  understand  the  following:  11  percent  is  due  to  in- 
creased numbers  of  beneficiaries,  so,  fellow  Senators,  whenever 
somebody  says,  but  it  has  got  to  go  up  a  certain  amount,  11  percent 
of  that  $110  billion  is  new  entrants.  Twenty-five  percent  is  due  to 
increased  pa5rment  rates  for  providers  of  care,  and  64  percent,  or 
thereabouts,  is  due  to  other  factors,  and  I  want  to  use  the  words 
that  you  all  have  been  using  and  ask  you  to  explain  it  to  us.  The 
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other  factors:  namely,  increases  in  the  volume  of  services  provided 
and  the  intensity  of  those  services. 

Now,  can  you  explain  what  volume  and  intensity  mean?  And  why 
cein't  we  control  volume  £md  intensity  better  in  the  Medicare  Pro- 
gram? And  would  you  expect  comparable  volume  and  intensity  in- 
creases in  the  private  sector? 

Mr.  Van  de  Water.  You  have  put  your  finger,  Mr.  Chairman,  on 
a  key  point.  I  think  perhaps  the  most  direct  way  to  explain  in- 
creases in  volume  and  intensity  is  to  say  simply  that  those  are  the 
increases  that  we  really  cannot  attribute  to  anything  very  specific. 
All  of  these  analyses  have  a  residual  category,  and  here  the  resid- 
ual happens  to  be  extremely  large. 

It  involves  at  least  two  particular  issues  that  are  very  trouble- 
some in  the  medical  care  sector.  One  has  to  do  with  distinguishing 
between  changes  in  prices  of  services  provided  and  changes  in  the 
quantities  of  services.  This  refers  to  the  earlier  question  on  the 
growth  of  the  CPI. 

One  of  the  reasons  that  it  is  difficult  to  figure  out  the  extent  of 
the  overstatement,  if  any,  in  the  CPI  is  that  measuring  quality 
ch£uiges  is  very  difficult.  It  is  very  difficult  as  a  general  matter,  but 
it  is  particularly  difficult  in  the  case  of  medical  services,  where 
techniques  have  changed  so  much  in  recent  years. 

Second,  another  issue  that  this  volume  and  intensity  question 
raises  has  to  do  with  whether  or  not  health  care  technology  is  a 
cost-saving  or  cost-increasing  feature  of  the  system.  An  example  is 
that  of  laser  surgery  for  cataracts.  This  is  a  new  procedure  that  did 
not  exist  a  couple  of  decades  ago.  It  has  clearly  improved  the  qual- 
ity of  life  for  countless  numbers  of  aged  Americans,  but  it  has  also 
caused  a  great  upsurge  in  the  number  of  cataract  surgeries  per- 
formed. The  increase  in  cataract  surgeries  is  one  of  the  many 
things  that  falls  into  this  "volume  and  intensity"  catch-all  term 
that  we  use,  and  I  am  sure  you  can  think  of  countless  other  exam- 
ples as  well. 

Chairman  DOMENICI.  My  third  part  was.  Do  you  expect  that  to 
occur  in  the  private  sector  in  the  marketplace  where  there  is  com- 
petition as  much  as  this?  This  is  a  huge  number. 

Mr.  Van  de  Water.  We  see  some  of  that  continuing.  Again,  these 
growth  rates  of  private  health  spending  in  our  projections  continue 
at  above  the  rate  of  growth  of  GDP,  faster  than  the  rate  of  growth 
of  the  population,  and  probably  faster  than  the  rate  of  growth  of 
medical  care  prices  as  well.  So,  again,  while  there  is  a  tremendous 
amount  of  uncertainty,  I  think  the  answer  is  yes.  Some  slowdown 
is  likely,  but  it  appears  that  it  may  be  less  in  the  private  than  in 
the  public  sector. 

Chairman  Domenici.  Anybody  else  have  any  questions? 

[No  response.] 

Chairman  Domenici.  Thank  you  very  much. 

Chairman  Domenici.  Our  next  panel,  please:  Bruce  Gardner, 
Professor  at  the  Department  of  Agriculture  Resource  Economics, 
University  of  Maryland;  Kevin  Piper,  Director  of  the  Bureau  of 
Health  Care  Finance,  the  State  of  Wisconsin;  and  Marilyn  Moon, 
Senior  Fellow,  Health  Policy  Center  of  The  Urban  Institute.  We 
thank  all  three  of  you  for  being  here. 
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Senator  Gorton,  would  you  get  them  started?  By  previous  agree- 
ment, we  have  asked  that  the  professor  from  Maryland,  Bruce 
Gardner,  lead  off. 

Senator  GORTON  [presiding].  Professor  Gardner,  please  go  ahead. 

STATEMENT  OF  BRUCE  L.  GARDNER,  PROFESSOR,  DEPART- 
MENT OF  AGRICULTURE  RESOURCE  ECONOMICS,  UNIVER- 
SITY OF  MARYLAND 

Professor  GARDNER.  Thank  you,  Mr.  Chairman,  members  of  the 
committee. 

It  is  humbling  to  talk  about  agriculture  after  hearing  these  budg- 
etary numbers  for  health  care.  It  is  a  bit  as  if  I  had  been  looking 
at  the  steepness  of  some  of  the  hills  in  the  pastures  of  Maryland 
and  all  of  a  sudden  I  am  exposed  to  budgetary  Himalayas  here 
today. 

Nonetheless,  in  the  agricultural  area,  we  are  talking  about  $10 
billion,  and  those  are  funds  that  I  think  are  worth  worrying  about. 

I  would  like  to  briefly  review  three  aspects  of  this  spending:  first, 
the  history  of  Federal  outlays  in  agricultural  commodity  programs; 
second,  the  economic  consequences  of  that  spending;  and,  finally,  to 
give  some  indication,  briefly,  why  it  seems  to  me  appropriate  that 
we  consider  not  only  reducing  spending  on  these  programs  but 
moving  toward  phasing  them  out  completely. 

First,  the  outlays  on  these  commodity  programs  in  recent  years 
have  ranged  between  $7  billion  and  $16  billion  after  being  as  high 
as  $26  billion  in  1986.  And  while  the  agricultural  programs  have 
been  subject  to  some  significant  cuts,  the  general  trend  is  flat  to 
rising.  I  have  a  diagram,  Figure  1  in  my  handout,  that  shows  you 
the  long-term  trend  of  agricultural  spending.  Generally  it  has  been 
flat  at  about  $8  to  $10  billion  per  year  in  real  1987  dollars,  which 
is  about  the  same  level  that  CBO  projects,  as  we  saw  in  the  pre- 
vious presentation. 
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Figure  1.  Real  CCC  Budget  Outlays 
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The  1990  Budget  Reconciliation  Act  was  scored  by  the  Bush  ad- 
ministration to  save  about  $13.5  billion  over  5  years.  Baseline 
spending  before  the  cuts  was  estimated  at  $41.6  billion  for  fiscal 
years  1991  to  1994  by  CBO.  That  is  the  first  4  years  of  the  last 
farm  bill.  These  cuts  were  to  reduce  that  $41.6  billion  to  $32.3  bil- 
lion. Now,  4  years  later,  the  returns  are  in  for  the  first  4  years  of 
the  farm  bill,  and  spending  for  fiscal  years  1991  to  1994  has  totaled 
$46.1  billion.  That  is,  not  only  did  we  not  achieve  the  cuts  that 
were  scored  in  1990,  we  have  found  ourselves  spending  more  than 
the  pre-OBRA  1990  baseline. 

Again,  in  the  longer-term  perspective,  agricultural  support  shows 
a  slight  upward  trend  over  time,  ever  since  the  programs  were  in- 
troduced in  the  1930's.  Perhaps  that  is  important  to  recognize,  be- 
cause we  tend  to  think  of  the  New  Deal  programs  of  the  1930's  as 
massive  interventions  by  Government.  Yet  spending  in  the  1930's 
really  amounted  to  less  than  $2  billion  annually,  even  inflated  to 
1987  dollars. 

Since  the  1950's,  this  figure  has  been  fairly  steady,  at  $8  to  $10 
billion.  So,  in  short,  despite  our  efforts,  there  has  been  so  far  little 
or  no  real  net  cutting  in  commodity  program  outlays  in  either  a 
short-term  or  a  long-term  perspective. 

The  second  issue  is:  What  does  this  spending  accomplish?  There 
are  two  reasonable  objectives  for  farm  commodity  programs.  The 
first  is  to  provide  income  support  for  farmers  who  are  in  economic 
trouble;  that  is,  farm  progframs  as  a  kind  of  welfare  program.  The 
second  is  to  improve  the  working  of  our  agricultural  economy  to  the 
benefit  of  the  farmers  and  the  country  as  a  whole,  for  example,  by 
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stabilizing  food  prices  or  ensuring  consumers  of  adequate  food  sup- 
plies. This  I  refer  to  as  farm  policy  as  industrial  policy. 

In  assessing  the  success  of  farm  programs  with  regard  to  both 
welfare  and  industrial  policy,  it  is  important  to  note  that  being  tied 
to  commodity  production,  the  support  goes  mostly  to  larger  farms. 
The  15  percent  of  our  farms — that  is,  about  300,000  farms — that 
have  sales  of  over  $100,000  produce  over  three-fourths  of  U.S.  farm 
output,  and  they  get  60  to  70  percent  of  United  States  Farm  Pro- 
gram payments.  That  is  an  average  of  about  $15,000  per  farm  in 
1991  and  $21,000  per  farm  in  1990. 

Commodity  programs  fail  as  a  welfare  program  because  most  of 
the  payments  go  to  people  who  are  well  off.  The  farms  with 
$100,000  or  more  in  sales  who  do  get  the  bulk  of  the  payments 
have  an  average  net  income  from  farming  of  about  $150,000  a  year 
and  an  average  net  worth  of  over  $1  million. 

There  are  also  big  problems  with  commodity  programs  as  indus- 
trial policy.  First,  farmers  actually  gain  much  less  from  these  pro- 
grams than  what  the  Government  spends.  Over  $700  million  a  year 
is  eaten  up  in  administrative  costs  of  the  Farm  Service  Agency,  for- 
merly the  Agricultural  Conservation  and  Stabilization  Service.  An- 
other sum  of  about  $1  billion  annually  is  lost  to  farmers  because 
of  regulatory  restraints  that  come  with  the  farm  programs:  require- 
ments to  hold  productive  land  idle,  wetland  regulation,  msuidated 
conservation  compliance  plans,  general  paperwork  requirements. 
Moreover,  the  gains  that  farmers  receive  are  tied  to  base  acreages 
of  the  supported  crops.  The  programs  increase  the  rental  and  sale 
value  of  land  that  has  a  payment  base,  but  only  people  who  own 
the  payment  base  gain,  and  many  of  these  are  not  farmers  at  all. 
And  what  is  perhaps  most  telling  is  that  farmers  who  produce  live- 
stock or  non-supported  crops  do  just  as  well  rel5dng  on  market 
prices  as  those  who  concentrate  on  supported  crops  and  rely  on 
these  payments  more. 

I  also  believe  that  commodity  programs  have  failed  as  industrial 
policy  from  the  consumer  viewpoint.  We  can  assess  the  stabiliza- 
tion/food assurance  benefits  in  several  ways.  One  is  the  consumer 
situation  for  supported  as  compared  to  non-supported  crops.  Here, 
if  anything,  I  believe  the  non-supported  crops  provide  a  better  deal 
for  consumers,  with  just  as  much  stability,  quality,  and  reliability 
of  supply. 

Another  aspects  of  farm  programs  as  industrial  policy  that  I 
know  if  going  to  get  a  lot  of  attention  this  year  is  their  role  in  the 
environmental  protection.  The  most  notable  current  policy  in  this 
area  is  the  Conservation  Reserve  Program  that  currently  pays 
farmers  an  average  of  $50  an  acre  to  idle  36.5  million  acres  of  land 
that  is  thought  to  be  environmentally  sensitive.  This  program  costs 
about  $1.8  billion  a  year,  and  I  should  say  that  this  is  not  included 
in  the  CBO  or  other  estimates  of  farm  program  spending  because 
it  is  not  in  the  entitlement  part.  This  is  a  separate  appropriation. 

Some  have  argued  that  the  price  support  programs  should  be  ori- 
ented toward  environmental  protection  by  converting  the  current 
deficiency  payments  to  "green"  payments  by  requiring  farmers  to 
engage  in  nutrient  management  or  other  "sustainable"  agricultural 
practices  or  to  develop  whole  farm  plans,  things  like  this,  in  order 
to  receive  these  payments.  I  believe  this  has  to  be  considered  very 
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carefully  before  proceeding  along  that  path,  because  if  we  require 
farmers  to  undergo  more  costly  activities  in  order  to  get  these  pay- 
ments and  these  costly  activities  do  not  yield  comparable  benefits 
to  society — the  example  I  give  here  is  converting  $2  billion  in  defi- 
ciency pa3rments  into  financing  new  cropping  methods.  If  the  bene- 
fits are  less  than  the  cost  to  farmers,  then  we  will  have  made  our 
already  wasteful  policies  even  worse,  losing  the  money  twice:  first, 
the  taxpayers  will  give  up  the  money,  and  second  the  farmers  do 
not  get  the  benefit  of  it  because  they  have  to  spend  it  on  things 
they  would  rather  not  do.  And  unless  those  things  have  demon- 
strable environmental  effects  that  are  beneficial,  we  are  only  add- 
ing to  our  existing  losses. 

Therefore,  I  think  that  in  the  absence  of  benefit/cost  analysis 
that  provides  a  plausible  case  for  net  gains — and  incidentally,  I  be- 
lieve it  was  a  good  step  in  the  recent  USDA  Reorganization  Act 
and  Crop  Insurance  Reform  Act  to  require  more  benefit/cost  analy- 
sis of  regulations  in  agriculture,  and  also  I  might  mention  par- 
enthetically what  Senator  Exon  said  about  the  crop  insurance  re- 
forms providing  the  potential  to  prevent  some  of  the  disaster  pay- 
ments that  caused  budget  problems  earlier.  I  hope  he  is  right  and 
that  it  works  out  that  way.  I  believe  those  were  both  good  reforms. 

Finally,  I  would  like  to  end  by  saying  that  I  believe  the  facts  in- 
dicate that  we  ought  to  be  phasing  down  these  programs,  in  effect 
phasing  them  out.  Large  numbers  of  farm  people,  typically  40  to 
50  percent  in  surveys,  agree  with  this  judgment.  But  the  deregula- 
tion should  not  be  done  abruptly.  It  should  be  done  carefully.  And 
for  equity  reasons,  farm  programs  should  not  be  alone  on  the  chop- 
ping block.  I  believe  a  forum  like  this  one  where  all  programs  are 
considered  together  is  the  right  forum  to  consider  this  subject,  es- 
pecially when  you  think  about  it  in  this  context.  I  remember  read- 
ing within  the  last  couple  of  days  Mr.  Roberts  on  the  House  side 
saying  that  if  farmers  could  have  their  health  insurance  costs  tax 
deductible,  have  less  taxes  to  pay,  with  a  balanced  budget,  fewer 
regulatory  constraints,  they  could  perhaps  do  just  as  well  or  better 
without  these  programs  than  with  them,  and  I  am  inclined  to  think 
he  may  be  right  about  that.  At  least  we  ought  to  be  considering 
how  farmers  will  fare  in  an  overall  set  of  spending  and  govern- 
mental activity  reforms. 

Theuik  you. 

[The  prepared  statement  of  Professor  Gardner  follows:] 
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STATEMENT  OF  BRUCE  L.  GARDNER 
BEFORE  THE  U.S.  SENATE  COMMITTEE  ON  THE  BUDGET 

February  1,  1995 

Mr.  Chairman  and  Members  of  the  Committee,  I  would  like  to  review  briefly  the  recent 
history  of  Federal  outlays  on  agricultural  commodity  programs,  the  economic  consequences  of 
that  spending,  and  then  propose  reductions  in  the  level  of  spending.  This  spending  is  measured 
by  USDA's  Commodity  Credit  Corporation  (CCC)  net  outlays.  These  fimds  are  spent  to  support 
farm  commodity  prices  and  make  payments  to  producers  under  commodity  programs.  The 
outlays  are  entitlements  in  the  sense  that  USDA  can  spend  as  needed  each  year  to  make  up  the 
difference  between  legislated  target  prices  and  market  prices  and  for  related  purposes.  These 
outlays  have  ranged  between  $7  billion  and  $16  billion  annually  in  the  1990s.  Outlays  were  large 
in  FY  1993  because  of  low  commodity  prices  stemming  from  large  crops  in  1992. 

While  agricultural  programs  have  been  subject  to  some  significant  cuts  since  1985,  outlay 
reductions  have  not  materialized.  Congress  in  the  Omnibus  Budget  Reconciliation  Act  (OBRA) 
of  1990  introduced  the  15  percent  nonpayment  acreage  and  other  measures  calculated  by  the 
Adminis nation  to  save  $13.5  billion  over  five  years.  Baseline  spending  before  the  cuts  was 
estimated  at  $41.6  billion  for  FY  91-94  by  CBO.  The  cuts  were  to  reduce  those  outlays  to  $32.3 
billion.  Now,  four  years  later,  the  returns  are  in.  Spending  for  FY  91-94  has  totalled  $46.1 
billion.  Not  only  did  we  not  achieve  the  cuts,  we  have  found  ourselves  spending  more  than  the 
pre-OBRA  1990  baseline. 

In  a  longer-term  perspective,  agricultural  support  shows  an  upward  trend  over  time  since 
farm  programs  were  introduced  in  the  1930s  (Figure  1).  In  terms  of  real  spending  per  farm,  there 
has  been  a  stronger  acceleration  of  spending  (Figure  2).  Although  we  think  of  the  New  Deal 
programs  as  massive  interventions  by  government,  spending  per  farm  in  the  1930s  amounted  to 
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less  than  $500  per  farm  (in  1987  dollars).  By  the  1950's  this  figure  had  risen  to  about  $2,000, 
and  in  the  1990s  it  has  about  doubled  again  to  $5,000  annually  per  farm  (all  in  1987  dollars). 

In  short,  there  has  so  far  been  little  or  no  real  cutting  in  commodity  program  outlays,  in 
either  a  short-term  or  long-term  perspective. 

What  does  this  spending  accomplish?  There  are  two  main  reasonable  objectives  for  farm 
commodity  programs.  The  first  is  to  provide  income  support  for  farmers  who  are  in  economic 
trouble,  that  is,  farm  programs  as  welfare  programs.  The  second  is  to  improve  the  working  of 
our  agricultural  economy,  to  the  benefit  of  farmers  and  the  country  as  a  whole  —  for  example, 
by  stabilizing  food  prices  and  ensuring  consumers  of  adequate  food  supplies.  This  is  farm  policy 
as  industrial  policy. 

In  assessing  the  success  of  farm  programs  with  regard  to  both  welfare  and  industrial 
policy,  it  is  important  to  note  first  that,  being  tied  to  commodity  production,  the  support  goes 
mostly  to  larger  farms.  Seventy  percent  of  U.S.  farms  have  less  than  $40,000  in  annual  sales. 
These  farms  all  together  account  for  less  than  10  percent  of  U.S.  farm  output.  The  15  ijercent 
of  our  farms  (about  300,000  farms)  with  sales  of  over  $100,000  produce  over  three-fourths  of 
U.S.  farm  output,  and  receive  60  to  70  percent  of  U.S.  farm  program  payments  —  an  average 
of  about  $15,000  per  farm  in  1991  and  $21,000  per  farm  in  1990.  [These  data  and  others  using 
data  by  sales  class  are  fi'om  USDA's  National  Financial  Summary.  1990  and  1991.] 

Commodity  programs  fail  as  a  welfare  program  for  two  reasons:  First,  while  many  rural 
people  are  in  economic  trouble,  these  people  typically  produce  too  little  to  be  helped  appreciably 
by  commodity  programs.  Second,  most  government  payments  go  to  people  who  are  well  off. 
The  farms  with  $100,000  or  more  in  sales,  who  get  the  bulk  of  the  payments,  have  an  average 
net  income  fi'om  farming  of  about  $150,000,  and  an  average  net  worth  of  over  $1,000,000. 

There  are  also  big  problems  with  commodity  programs  as  industrial  policy.  Farmers 
actually  gain  much  less  than  what  the  government  spends.  About  $700  million  each  year  is  eaten 

2 


229 

» 

up  in  Farm  Service  Agency  administrative  costs.  Another  sum  of  about  $  1  billion  annually  is 
lost  to  farmers  because  of  regulatory  constraints  that  come  with  farm  programs  —  requirements 
to  hold  productive  land  idle,  wetland  regulation,  mandated  conservation  compliance  plans,  and 
general  paperwork  requirements.  Moreover,  the  gains  that  farmers  receive  are  tied  to  base 
acreages  of  the  supported  crops.  The  programs  increase  the  rental  and  sale  value  of  land  that  has 
a  payment  base,  but  only  people  who  own  payment  base  gain  —  many  aren't  farmers  at  all. 
What  is  perhaps  most  telling  is  that  farmers  who  produce  livestock  or  nonsupported  crops  do  just 
as  well  relying  on  market  prices  as  those  who  concentrate  on  supported  crops  and  rely  on 
govenmient  payments. 

Commodity  support  programs  have  also  failed  as  industrial  policy  from  the  consumer 
viewpoint.  We  can  assess  the  stabilization/food  assurance  benefits  in  several  ways.  One  is  the 
consumer  situation  for  supported  as  compared  to  nonsupported  crops.  If  anything,  the 
nonsupported  crops  provide  a  better  deal  for  the  consumer  with  just  as  much  stability,  quality, 
and  reliability  of  supply.  It  is  also  worth  recdling  what  happened  the  last  time  the  stabilization 
services  of  commodity  programs  were  put  to  a  real  test,  in  the  1 970s.  When  the  commodity 
boom  emerged,  in  1973,  prices  of  wheat,  com  and  other  supported  crops  doubled  or  tripled 
within  a  period  of  months.  Attempts  to  regulate  some  assurance  of  supply  to  U.S.  consumers  by 
restricting  exports  were  so  politically  unpopular  that  ftiture  export  restrictions  are  ruled  out,  and 
properly  so.  I  accept  the  view  that  export  embargoes  and  other  trade  restrictions  are  bad  policy, 
and  that  farmers  and  the  country  as  a  whole  benefit  by  permitting  more  exports  when  world 
demand  expands.  (That  is  why  the  GATT  and  NAFTA  agreements  were  great  achievements  for 
U.S.  farmers  in  the  103rd  Congress.)  But  at  the  same  time  we  have  to  recognize  that  consumers 
are  not  buying  any  meaningfiil  supply  assurance  or  preferential  access  to  U.S.  supplies  with  the 
commodity  programs  they  support  through  their  tax  dollars. 
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Another  aspect  of  farm  programs  as  industrial  policy  is  their  role  in  environmental 
protection.  The  most  notable  current  policy  in  this  area  is  the  Conservation  Reserve  Program, 
which  currently  pays  farmers  an  average  of  $50  per  acre  to  idle  36'/2  million  acres  of  land 
thought  to  be  environmentally  sensitive.  (The  $1.8  billion  annual  cost  of  this  program  is  not 
included  in  the  farm  program  costs  of  the  earlier  discussion  and  figures).  Some  have  argued  that 
the  price  support  programs  should  be  oriented  toward  environmental  protection  by  converting 
deficiency  payments  to  "green"  payments  by  requiring  farmers  to  engage  in  nutrient  management 
or  other  "sustainable  agriculture"  practices,  or  to  develop  "whole  farm"  plans  in  order  to  receive 
these  payments.  However,  if  the  social  benefits  from  converting,  say,  $2  billion  in  deficiency 
payments  to  flmd  new  cropping  methods  are  less  than  the  additional  costs  to  farmers,  than  we 
will  have  made  our  already  wasteful  policies  worse  —  we  only  add  to  the  existing  losses  of 
taxpayers  by  causing  farmers  to  spend  the  money  wastefuUy.  In  the  absence  of  benefit/cost 
analysis  that  provides  a  plausible  case  for  net  gains,  we  ought  to  proceed  with  phasing  out  rather 
than  recasting  farm  commodity  programs. 

In  summary,  I  believe  the  facts  indicate  we  ought  to  put  em  end  to  farm  commodity 
programs.  Large  numbers  of  farm  people,  majorities  in  several  surveys,  agree  with  tnis  judgment. 
But  this  deregulation  should  not  be  done  abruptly,  or  without  due  deliberation.  And,  for  reasons 
of  equity  farm  programs  should  not  be  alone  on  the  chopping  block.  A  phase-down  in  farm 
program  spending  should  be  part  of  general  governmental  downsizing.  Moreover,  equity  should 
be  observed  across  commodities  by  cutting  roughly  proportionally  in  all  of  them.  Such  equity 
considerations  are  quintessentially  political  and  I  would  not  presume  to  give  advice  on  them.  But 
I  do  strongly  believe  it  is  now  time  to  bite  the  bullet  and  take  steps  to  deregulate  farmers  and 
farm  commodity  markets. 
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Senator  Bond  [presiding].  Mr.  Piper? 

STATEMENT  OF  KEVIN  B.  PIPER,  DIRECTOR,  BUREAU  OF 
HEALTH  CARE  FINANCING,  WISCONSIN  DEPARTMENT  OF 
HEALTH  AND  SOCIAL  SERVICES,  STATE  OF  WISCONSIN 

Mr.  Piper.  Thank  you.  I  appreciate  the  opportunity  to  speak  to 
you. 

What  I  £im  going  to  talk  about  is  Wisconsin's  experience  in  using 
managed  care  in  medicaid.  Our  experience  is  quite  extensive.  For 
over  a  decade  now,  Wisconsin 

Senator  Bond.  Would  you  pull  that  microphone  up  a  little  closer, 
Mr.  Piper? 

Mr.  Piper.  Sure. 

Senator  Bond.  Thank  you. 

Mr.  Piper.  Wisconsin  now  for  over  a  decade  has  been  using 
health  maintenance  organizations  to  provide  comprehensive  health 
care  coverage  for  low-income  recipients.  Currently,  over  30  percent 
of  all  medicaid  recipients  in  Wisconsin  and  half  of  all  welfare  re- 
cipients in  Wisconsin  are  enrolled  on  a  mandatory  basis  in  HMO's. 
This  translates  into  about  150,000  recipients  receiving  this  com- 
prehensive package  which  is  broader — since  medicaid  in  Wisconsin 
itself  is  broader  than  any  other  Medicaid  Program  in  the  Nation, 
this  coverage  is  broader  than  any  private  insurance  that  might  be 
available. 

In  managing  our  ever-growing  HMO  Program,  we  focus  on  one 
thing — results.  Results  in  terms  of  taxpayer  savings,  as  well  as  re- 
sults in  the  form  of  substantive  improvement  in  access  and  quality 
of  care. 

In  Wisconsin,  we  have  as  a  result  proven  the  skeptics  wrong.  You 
can  achieve  significant  savings  as  well  as  slow  the  rate  of  expendi- 
ture growth  in  medicaid,  while  simultaneously  improving  the  provi- 
sion of  health  care  to  low-income  families.  Indeed,  Wisconsin's  ex- 
perience shows  that  taxpayers,  medicaid  recipients,  health  care 
providers,  and  community-based  organizations  can  all  win  under  a 
well-managed  and  properly  administered  managed  care  program. 

First  let  me  speak  of  the  savings.  Through  competitive  bidding 
among  commercial,  private  sector  HMO's,  Wisconsin's  Managed 
Care  Program  generates  taxpayer  savings  in  essentially  two  ways: 

First,  to  ensure  a  minimum  level  of  savings  at  all  times,  we  set 
a  ceiling  on  bidding.  Specifically,  HMO  bids  on  a  per  capita  basis 
must  come  in  at  least  9.5  percent  lower  than  fee-for-service  costs, 
with  the  fee-for-service  level,  the  100  percent  level,  if  you  will, 
being  determined  by  an  independent  actuarial  firm.  In  reality,  in 
Wisconsin,  competition  among  the  HMO's  results  in  just  over  10 
percent  savings  from  the  base. 

Now,  second,  on  a  per  capita  basis,  our  HMO  premiums  grow 
more  slowly  than  national  health  care  inflation  or  other  medicaid 
expenditures.  In  fact,  as  the  first  exhibit  shows  here,  our  per  capita 
costs  in  the  HMO  Program  in  this  year  are  at  2  percent,  and  they 
continue  to  decline.  We  expect  that  to  continue  at  a  fairly  constant 
decline  over  the  next  several  years. 
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MEDICAID  MANAGED  CARE: 
Per  Capita  Growth  in  Wisconsin  HMOs 
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As  a  result  of  managed  care  and  other  initiatives,  Wisconsin  has 
established  a  rather  successful  record  of  cost  containment.  On  a 
consistent  basis  over  several  years,  Wisconsin  growth  has  been 
about  33  to  50  percent  slower  than  the  National  growth  rate  in 
medicaid  outlays. 

As  the  second  exhibit  here  shows,  our  overall  medicaid  expendi- 
ture growth  has  slowed  considerably  in  the  last  3  years.  We  have 
come  in  consistently  under  budget  the  last  3  years.  It  is  also  impor- 
tant to  note  that  that  6-percent  level  right  is  an  aggregate  figure. 
If  you  peel  back  the  onion  and  look  at  different  pieces  of  it  in  terms 
of  State  dollars,  the  State  share  in  Wisconsin  is  growing  at  be- 
tween 3  and  4  percent,  and  also  there  are  a  variety  of  activities  on 
a  per  capita  basis,  different  populations.  For  instance,  last  year, 
our  disabled  population,  which  is  a  very  costly  part  of  medicaid, 
their  per  capita  costs  actually  went  down  by  2  percentage  points. 
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WISCONSIN  MEDICAID: 
Annual  Expenditura  Growth 
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We  have  been  able  to  accomplish  all  of  this  while  maintaining 
the  broadest  Medicaid  Program  in  the  country,  without  any  reduc- 
tions in  coverage  or  provider  reimbursement,  and  while  keeping 
our  overall  administrative  costs  below  1.5  percent  of  benefit  out- 
lays. For  the  next  2  years,  as  I  mentioned,  we  expect  that  our 
growth  rate  will  continue  to  decline,  as  well  as  the  per  capita 
growth,  across  the  board  in  all  of  the  various  populations:  welfare 
recipients,  the  disabled,  and  the  elderly.  We  expect  that  per  capita 
growth  to  also  decline. 

Now,  while  savings  in  taxpayer  dollars  are  critical,  costs  are  still 
incurred.  We  are  still  pajdng  out  taxpayer  dollars  to  buy  HMO  in- 
surance for  medicaid  recipients.  Therefore,  Wisconsin  also  focuses 
its  efforts  on  ensuring  that  the  tstxpayers  get  their  money's  worth. 

In  buying  and  in  determining  are  we  getting  our  money's  worth, 
we  look  at  quality  and  access.  Again,  results  are  what  matter  here. 

Accountability  is  the  first  key  in  ensuring  value  for  the  taxpayer 
dollar.  Wisconsin  has  developed  an  unprecedented  capacity  for 
overseeing  and  measuring  the  performance  of  our  HMO  contrac- 
tors. For  example,  we  conduct  on-site  performance  audits  and  com- 
prehensive medical  reviews.  Based  on  60  different  indicators  of  ac- 
cess and  quality,  we  collect  data  from  the  HMO's,  compare  their 
performance,  analyze  their  performance  against  norms  such  as 
public  heEdth  expectations,  as  well  as  the  health  status  of  the  gen- 
eral population,  insured  and  uninsured  population  in  Wisconsin. 
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We  also  set  specific  performance  expectations  with  an  emphasis 
on  preventive  care  for  children.  If  the  HMO's  do  not  meet  it,  we 
take  money  back. 

Community  involvement  is  the  second  critical  key  in  achieving 
access  and  quality  and  maximizing  the  taxpayer  dollar.  Wisconsin 
involves  virtually  every  aspect  of  the  medicaid  community — recipi- 
ent advocates,  HMO  executives,  minority  health  providers,  public 
health  leadership.  State  medicaid  staff,  and  community-based  orga- 
nizations— in  a  total  quality  management  approach  to  improving 
the  overall  Medicaid  Program. 

As  a  result  of  this  rather  high  degree  of  accountability  to  the 
State  government  as  well  as  to  the  medicaid  community  at  large, 
our  HMO  Program  and  its  performance  is  far  superior  to  the  tradi- 
tional unmanaged  fee-for-service  system,  particularly  in  the  area  of 
maternal  and  child  health  care. 

Here  are  just  some  examples  of  where  the  HMO's  performance 
is  much  higher:  HMO's  provide  more  preventive-oriented  care. 
HMO  recipients  are  far  more  likely  to  see  a  doctor,  are  better  able 
to  see  a  specialist,  and  more  likely  to  receive  diagnostic  tests  and 
services. 

In  HMO's,  children,  even  young  inner-city  children  under  the  age 
of  2,  a  very  tough  population  to  reach,  are  more  likely  to  be  fully 
immunized  in  HMO's  than  in  medicaid  fee-for-service.  In  HMO's, 
because  of  the  greater  access  to  primary  care,  recipients  are  much 
less  likely  to  visit  an  emergency  room,  and  unnecessary  inpatient 
utilization  is  also  down. 

Birth  outcomes  are  better  in  the  HMO's,  particularly  among 
inner-city  minority  populations.  In  our  HMO  system,  for  example, 
there  are  fewer  low-birth-weight  basis  and  infant  mortality  is 
lower. 

The  incidence  of  adverse  outcomes — avoidable  hospitalizations — 
is  also  lower  in  the  HMO's. 

Now,  while  there  is  always  more  to  be  done,  the  results  are 
strong  evidence  of  the  long-term  value  of  managed  care  in  medic- 
aid. The  positive  performance  of  HMO's  today,  whether  immuniz- 
ing a  child  or  improving  a  birth  outcome,  will  yield  further  savings 
to  taxpayers  in  the  future. 

It  is  also  important  to  note  that  the  taxpayers  and  the  medicaid 
recipients  are  not  the  only  winners  in  our  system.  Health  care  pro- 
viders, particularly  primary  care  physicians  and  hospitals,  tend  to 
win  as  well.  Private  negotiations  between  local  providers  and  the 
HMO's  often  result  in  significantly  higher  payment  rates  compared 
to  standard  medicaid  fees.  The  HMO  system  can  also  lead  to  less 
paperwork  for  the  individual  local  provider. 

Now,  building  on  this  record  of  success  and  the  lessons  we  have 
learned  over  this  past  decade,  we  continue  to  expand  our  HMO 
Program  into  new  areas  of  the  State.  In  addition,  we  have  begun 
an  innovative  HMO-based  program  for  disabled  recipients.  Under 
a  Federal  research  grant,  we  are  developing  this  into  what  we  hope 
to  be  a  national  model  for  managing  care  for  medicaid  recipients 
with  chronic  illnesses  and  severe  disabilities. 

Now,  of  course,  Wisconsin  is  not  alone  in  leading  the  way  to- 
wards managed  care.  States  from  Michigan  to  Massachusetts  have 
established  their  own  highly  successful  managed  care  initiatives. 
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However,  in  this  process  of  succeeding  in  managed  care,  States 
have  learned  that  managed  care,  in  order  to  be  successful,  takes 
time  and  specialized  resources.  It  cannot  be  done  overnight.  It  de- 
mands a  different  set  of  skills  than  traditional  medicaid  adminis- 
tration. It  also  requires  an  array  of  different  investments — in  ad- 
vance planing,  community  involvements,  recipient  education,  actu- 
arial analysis,  rigorous  safeguards,  and  continuous  oversight  of  the 
contractors. 

In  order  to  succeed  in  medicaid  managed  care.  States  also  need 
something  they  themselves  cannot  provide,  and  that  is  Federal 
flexibility.  Given  the  considerable  advantages  that  managed  care 
holds  for  taxpayers  and  medicaid  recipients,  increased  flexibility 
from  the  Federal  Government  is  essential. 

Now,  the  bottom  line  is  that  States  know  how  to  make  managed 
care  work.  In  fact,  managed  care  not  only  works  in  medicaid;  it  is 
the  future  of  medicaid. 

Thank  you. 

[The  prepared  statement  of  Mr,  Piper  follows:] 
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Mr.  Chairman,  members  of  the  committee,  it  is  a  pleasure  to  appear  before  today  on  the 
important  subject  of  Medicaid  managed  care. 

Wisconsin's  experience  in  Medicaid  managed  care  is  quite  extensive.  For  over  a 
decade  now,  Wisconsin  has  enrolled  low-income  Medicaid  recipients  in  health 
maintenance  organizations  (HMOs).  Currently,  over  30%  of  Wisconsin's  half  million 
Medicaid  recipients  and  about  50%  of  Wisconsin's  welfare  recipients  are  enrolled  in 
HMOs.  This  translates  into  nearly  150,000  Medicaid  recipients  receiving  a 
comprehensive  package  of  health  care  services  via  eleven  HMOs  under  contract  with 
the  State. 

In  managing  our  ever  growing  HMO  program,  we  focus  on  one  thing:  results.  Results 
in  terms  of  taxpayer  savings,  as  well  as  results  in  the  form  of  substantive  improvement 
in  access  and  quality  of  care. 

In  Wisconsin,  we  have  proven  the  skeptics  wrong:  you  can  achieve  significant  savings 
and  slow  the  rate  of  expenditure  growth,  while  simultaneously  improving  the  provision 
of  health  care  to  low-income  families.  Indeed.  Wisconsin's  experience  shows  that 
taxpayers,  Medicaid  recipients,  health  care  providers,  and  community-based 
organizations  can  all  win  under  a  well-desigr^  and  property  administered  managed 
care  program. 

First,  Mr.  Chairman,  let  me  speak  of  the  savings.  Through  competitive  bidding  among 
commercial  HMOs,  Wisconsin's  managed  care  program  generates  taxpayer  savings  in 
two  basic  ways: 

♦  First  to  ensure  a  minimum  level  of  savings  at  all  times,  we  set  a  ceiling  on  bidding 
Specifically,  HMOs  on  a  per  capita  basis  must  come  in  at  least  9.5  percent  t>eicw 
fee-for-service  costs,  with  the  fee-for-service  costs  determined  by  an  independent 
actuarial  firm.  Competition  among  HMOs  results  in  base  savings  of  over  1 0  percent 
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♦  Second,  on  a  per  capita  basis,  our  HMO  premiums  grow  more  slowly  than  national 
health  care  inflation  or  other  Medicaid  expenditures.  In  ^ct,  as  Exhibit  1  shows,  per 
capita  costs  in  our  HMO  program  are  now  growing  at  a  mere  two  percent  and 
continue  to  decline.  This  decline  is  occurring  despite  the  fadt  that  each  year  we  add 
significant  new  performance  expectations  on  our  HMO  contractors. 

As  the  result  of  managed  care  and  other  initiatives,  Wisconsin  has  established  a 
successful  record  of  Medicaid  cost  containment: 

♦  On  consistent  basis  over  several  years  now,  expenditure  growth  in  the  Wisconsin 
Medicaid  program  has  been  about  33  to  50  percent  t>elow  the  growth  rate  in  national 
Medicaid  outlays. 

♦  In  addition,  as  Exhibit  2  illustrates,  our  overall  Medicaid  expenditure  growth  in 
Wisconsin  has  slowed  considerably  in  the  last  three  years.  In  fact,  we  have  come 
in  under  budget  for  three  years  in  a  row. 

♦  We  have  accomplished  all  this  without  reductions  in  coverage  or  provider 
reimbursement  and  while  keeping  our  administrative  costs  below  1.5%  of  benefit 
outlays. 

♦  For  the  next  two  years,  we  project  that  growth  in  Wisconsin's  Medicaid  outlays  will 
continue  to  decline,  as  will  per  capita  costs  for  each  type  of  Medicaid  eligible  • 
welfare  recipients,  the  elderly,  and  the  disabled. 

While  saving  taxpayer  dollars  Is  criical,  costs  are  still  Incurred  In  buying  HMO  coverage 
for  the  poor.  Therefore,  Wisconsin  also  focuses  Its  efforts  on  ensunng  that  the 
taxpayers  get  their  monies  worth.  In  buying  HMO  coverage  vakie  for  the  taxpayer  dollar 
must  be  ultimately  measured  in  terms  of  access  to  and  quality  of  care.  Again,  results 
are  what  matter. 

What's  more,  from  practical  perspective,  if  a  State  fails  to  focus  on  access  and  quality 
in  addition  to  the  goal  of  cost  containment,  it  cannot  sustain  the  political  will  necessary 
to  succeed  with  managed  care  in  the  long  run. 
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Accountability  is  the  first  key  to  ensuring  value  for  the  taxpayer  dollar.  Wisconsin  has 
developed  an  unprecedented  capacity  for  overseeing  and  measuring  the  performance 
of  our  HMO  contractors.  In  addition  to  our  detailed  100-page  contract,  we  conduct  on- 
site  performance  audits  and  comprehensive  medical  reviews. 

Based  on  some  60  different  indicators  of  access  and  quality  of  care,  we  also  collect  data 
from  each  HMO  and  compare  their  respective  performance  to  traditional  Medicaid  fee- 
fbr-service,  public  health  objectives,  and  the  health  status  of  Wisconsin's  general 
population. 

We  also  set  and  dosaly  monitor  specific  performance  objectives,  with  an  emphasis  on 
preventive  care  for  children.  We  take  back  money  from  the  HMOs  if  these  objectives 
are  not  met. 

Community  involvement  is  the  second  key  to  our  achieving  access  and  quality. 
Wisconsin  involves  virtually  every  aspect  of  the  Medicaid  conrvnunity  -  recipient 
advocates,  HMO  executives,  minority  health  providers,  public  health  leadership,  State 
Medicaid  staff,  and  community-based  organizations  -  in  a  total  quality  management 
approach  to  improving  our  HMO  program. 

On  an  ongoing  basis,  these  representatives  hash  out  issues,  share  information,  and 
identify  solutions.  This  not  only  buikJs  trust  and  rapport,  it  helps  make  our  managed 
care  program  more  credible  in  the  community  and  spurs  genuine  improvements  in 
access  and  quality  over  time. 

As  a  result  of  this  high  degree  of  accountab'Jity  to  both  the  State  government  and  to  the 
community,  our  HMO  program  is  far  superior  to  the  traditional  unmanaged  fee-for- 
service  system,  particulariy  in  the  delivery  of  maternal  and  chM  health  care. 

For  example,  compared  to  fee-for-service: 

♦  HMOs  provide  more  preventive  care.  HMO  recipients  are  far  more  likely  to  &«e  a 
doctor,  are  better  abte  te  see  a  specialist  and  are  more  likely  to  receive  diagnostic 
sen/ices  and  tests. 
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♦  In  HMOs,  children  -  even  young,  inner-city  children  under  the  age  of  two  -  are  far 
more  likely  to  be  fully  immunized. 

♦  In  HMOs,  because  of  the  greater  access  to  primary  care,  recipients  are  much  less 
likely  to  visit  an  emergency  room. 

♦  Birth  outcomes  are  better  in  the  HMOs,  particularly  among  inner-city  minority 
populations.  In  our  HMO  system,  there  are  fewer  k)w-birth  weight  babies  and  infant 
mortality  is  lower. 

♦  The  incidence  of  adverse  outcomes,  such  as  avoidable  hospitalizations,  is  also  lower 
in  HMOs. 

While  there  is  more  to  be  done,  these  results  are  strong  evidence  of  the  long-temri  value 
of  managed  care  in  Medicaid.  The  positive  performance  of  HMOs  today  -  whether  in 
immunizing  a  child  or  improving  a  birth  outcome  -  will  yield  further  savings  to  taxpayers 
in  the  future. 

Taxpayers  and  recipients  are  not  the  only  winners  in  Wisconsin.  Health  care  providers, 
particularly  primary  physicians  and  hospitals,  tend  to  win  as  well.  Private  negotiations 
between  local  providers  and  the  HMOs  often  result  in  significantly  higher  payment  rates 
compared  to  starxjard  Medicaid  fees.  The  HMO  system  can  also  lead  to  less  paperwork 
for  providers. 

Building  upon  our  record  of  success  and  the  lessons  we  have  learned  over  the  past 
decade,  we  continue  to  expand  our  HMO  program  into  new  areas  of  the  State.  In 
addition,  we  recently  began  an  innovatve  HMO-based  program  for  disabled  reapients. 
Under  a  federal  research  grant,  we  are  developing  this  into  what  we  hope  to  be  a 
natior^al  model  for  managing  the  care  of  Medicaid  recipients  with  chronic  illnesses  and 
severe  disabilities. 

Of  course,  Wisconsin  is  not  alone  in  leading  the  way  in  Medicaid  managed  care.  States 
from  Michigan  to  Massachusetts  have  established  their  own  highly  successful  mar^ged 
care  initiatives. 
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However,  collectively,  states  have  learned  that  Medicaid  managed  care.  In  order  to  be 
successful,  takes  time  and  specialized  resources.  It  cannot  be  done  over  night  It 
demands  a  different  set  of  skills  than  traditional  Medicaid  administration.  It  also  requires 
an  array  of  different  investments  -  in  advance  planning,  community  involvement, 
recipient  education,  actuarial  analysis,  rigorous  safeguards,  and  continuous  oversight. 

In  order  to  succeed  in  Medicaid  managed  care,  states  also  need  something  they 
themselves  cannot  provide  and  that  is  federal  flexibility.  Given  the  considerable 
advantages  that  managed  care  hokjs  for  taxpayers  and  Medicaid  recipients,  increased 
flexibility  is  essential. 

States  know  how  to  nruike  managed  care  work  in  Medicaid.  In  fact,  Mr.  Chairman, 
managed  care  not  only  works  in  Medicaid  -  it  is  the  future  of  Medicaid. 

Thank  you  for  this  opportunity  to  speak  to  you  today. 
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Senator  Grassley  [presiding].  Ms.  Moon? 

STATEMENT  OF  MARILYN  MOON,  SENIOR  FELLOW,  HEALTH 
POLICY  CENTER,  THE  URBAN  INSTITUTE,  WASHINGTON,  DC 

Ms.  Moon.  Thank  you.  I  appreciate  the  opportunity  to  be  here 
this  morning. 

I  am  going  to  talk  mostly  about  medicare  and  medicaid,  the  two 
large  health  care  entitlement  programs  that  I  know  you  have  on 
your  list  of  things  to  consider.  And  like  most  analysts  in  this  area, 
since  I  have  personal  interest  in  the  programs,  it  is  sdways  tempt- 
ing to  say  do  not  touch  the  program  I  am  interested  in.  I  want  to 
raise  some  of  the  issues  that  need  to  be  kept  in  mind  and  then  offer 
suggestions  of  some  possible  areas  where  change  might  be  on  the 
horizon  and  could  actually  improve  the  Medicare  Program  and  help 
to  bring  it  more  in  line  with  the  rate  of  growth  that  Congress  has 
in  mind. 

I  am  going  to  discuss  about  three  general  issues  today  in  my  oral 
comments.  I  am  going  to  briefly  talk  about  the  rhetoric  surround- 
ing entitlement  changes.  I  am  going  to  talk  about  medicare  and 
medicaid  and  why  they  have  grown,  and  then  describe  some  spe- 
cific budget-cutting  options. 

One  of  my  concerns  when  I  hear  the  discussion  about  whether 
we  are  cutting  these  programs  or  we  are  simply  slowing  the  rate 
of  growth  is  the  question:  When  is  a  reduction  not  a  cut? 

In  entitlement  programs  such  as  medicare  and  medicaid,  when 
the  numbers  of  eligible  persons  rise,  we  should  expect  to  see  ex- 
penditures on  the  program  go  up.  If  we  held  expenditures  constant 
in  that  kind  of  an  environment,  then  legitimately  beneficiaries 
would  be  able  to  say  that  their  benefits  have  been  cut  because 
fewer  dollars  would  be  available  to  each  participant. 

In  terms  of  inflation,  the  question  is  more  complicated.  When  in- 
flation leads  to  higher  costs  for  delivering  a  particular  level  of  care 
that  has  been  promised  in  an  entitlement  program,  then  I  believe 
reductions  off  that  base  are,  indeed,  legitimately  called  cuts,  even 
though  the  rate  of  growth  of  spending  is  not  below  zero. 

On  the  other  hand,  it  is  also  the  case  that  there  is  general  knowl- 
edge now  and  acceptance  that  the  CPI  is  probably  overstated  so 
that  comparison  with  CPI  numbers  can  be  misleading.  If  wats  can 
be  found  to  limit  spending  to  the  rate  of  growth  of  an  improved  CPI 
measure  it  is  legitimate  to  say  that  would  not  be  a  cut. 

Similarly,  in  programs  like  medicare  suid  medicaid,  if  we  achieve 
more  efficient  ways  of  providing  care,  or  if  we  are  able  to  reduce 
payments  to  providers  while  achieving  the  same  level  of  care,  or  if 
we  put  people  into  other  kinds  of  care  arrangements  and  provide 
the  same  level  of  care  at  lower  cost,  then  that  is  legitimate  to  say 
that  these  are  not  cuts. 

Thus  the  rhetoric  is  sometimes  misleading.  There  are  some  re- 
ductions off  of  a  projected  rate  of  growth  that  can  legitimately  be 
thought  of  as  cuts  and  others  where  people  can  legitimately  claim 
that  we  have  successfully  slowed  spending. 

Similarly,  then,  when  we  think  about  caps  on  the  rate  of  growth 
of  spending,  it  should  always  be  kept  in  mind  that  caps  are  only 
the  target  and  not  the  policy.  Caps  have  a  tendency  to  sound  very 


244 

clinical  and  simple,  but  they  turn  out  not  to  be  that  way  when  you 
begin  to  look  at  the  specific  programs. 

Let  me  talk  a  bit  about  why  medicare  has  grown  and  why  medic- 
aid has  grown  and  where  I  think  there  are  some  opportunities  and 
some  problems. 

Medicare  in  the  late  1980's,  from  about  1985  to  1991,  was  doing 
better  than  the  private  sector  in  holding  down  rates  of  growth  be- 
cause of  a  number  of  the  things  that  Congress  had  enacted  to  re- 
duce the  rate  of  growth  of  spending  including  lower  provider  pay- 
ments. The  Medicare  Program  deserves  considerable  credit  for  its 
success  during  that  period. 

In  the  last  couple  of  years,  that  situation  has  reversed  somewhat, 
and  the  private  sector  has  grown  more  slowly  than  the  public  sec- 
tor. But  I  do  not  conclude  that  we  should  instantly  assume  that  the 
private  sector  is  inherently  better  than  the  public  sector.  In  part, 
I  assume  that  various  parts  of  our  health  care  system  move  at  dif- 
ferent rates  at  different  times.  You  need  a  longer  time  frame  to 
look  at  one  sector  versus  another. 

It  is  also  important  to  consider  the  difference  in  the  bases  of  the 
two  programs.  For  example,  in  the  Medicare  Program,  we  know 
that  payments  to  providers  are  substantially  below  what  payments 
to  providers  are  in  the  private  sector.  To  expect  the  same  kinds  of 
cutting  over  time  in  the  future  in  the  public  sector  as  in  the  private 
sector  may  not  always  be  realistic. 

Also,  there  is  some  reason  to  believe  that  a  program  like  medi- 
care, for  example,  should  grow  more  rapidly  than  the  private  sec- 
tor. First  is  the  issue  of  the  aging  of  the  population.  Medicare  bene- 
ficiaries are  getting  older  every  year,  on  average,  and  they  are  thus 
more  expensive  patients.  People  who  are  in  their  eighties  and  nine- 
ties tend  to  use  more  health  care  services  than  people  who  are  65 
to  69,  for  example,  and  so  the  aging  of  the  population  is  driving  up 
medicare's  costs.  We  should  expect  to  see  a  differential  between  the 
private  sector  and  the  public  sector. 

In  the  case  of  technology,  which  was  an  issue  raised  earlier  when 
Mr.  Van  de  Water  was  testifying,  there  is  also  reason  to  expect 
higher  spending  in  medicare  than  in  the  private  sector.  Not  only 
are  there  certain  technological  changes  that  have  been  specifically 
directed  at  older  patients,  like  improvements  in  cataract  surgery, 
but  also  much  of  our  new  technology  makes  care  safer  and  more 
effective  than  before.  If  something  is  safer  and  more  effective,  the 
marginal  patients  for  whom  in  the  past  it  was  too  risky  to  subject 
them  to  procedures  will  now  get  treatment.  We  should  not  expect 
to  be  surprised,  for  example,  to  find  out  that  coronary  b5^ass  sur- 
gery is  being  performed  on  older  and  older  persons,  because  those 
are  the  marginal  patients  whose  outcomes  are  now  likely  to  be 
much  better. 

Similarly,  another  major  area  of  technological  change  in  health 
has  been  in  the  area  of  imaging,  of  MRI's  and  CAT  scans  and  PET 
scans.  These  are  non-invasive  procedures.  Where  before  we  only 
could  do  exploratory  surgery  and  would  decide  not  to  on  a  very  old 
patient,  there  is  very  little  reason  now  not  to  perform  a  CAT  scan 
or  an  MRI.  There  is  very  little  risk;  therefore,  we  are  seeing  those 
areas,  mushroom. 
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You  may  decide  whether  that  is  always  desirable  or  not  but  we 
should  not  be  surprised  to  see  technology  being  very  important  to 
medicare,  both  for  the  aged  and  the  disabled  populations. 

What  about  medicaid,  which  has  also  grown  very  rapidly?  Here 
the  issues  are  somewhat  different.  In  medicaid,  some  expansions  in 
coverage  have  certainly  contributed  to  the  rate  of  growth.  Begin- 
ning in  the  mid-1980's,  if  medicaid  had  not  been  expanding  services 
to  moms  and  kids,  we  would  have  seen  a  much  larger  increase  in 
the  number  of  uninsured  in  the  United  States.  Employers  have  ac- 
tually been  pulling  back  a  bit  in  terms  of  the  amount  of  coverage 
they  offer  as  a  share  of  the  United  States  population.  Medicaid  has 
been  growing. 

But  the  growth  is  not  just  for  moms  and  kids.  Long-term  care, 
care  for  the  chronically  ill  and  disabled  has  also  been  growing.  And, 
more  importantly,  perhaps,  in  terms  of  the  gee-whiz  numbers  of 
the  very  late  1980's  and  early  1990's,  there  were  a  lot  of  activities 
on  the  part  of  States  to  do  creative  things  such  as  moving  tradi- 
tionally State-only  programs  under  the  rubric  of  medicaid  and  the 
using  disproportionate  share  payments  and  creative  financing 
mechanisms  to  raise  their  Federal  dollars.  This  latter  approach  has 
been  largely  closed  down  as  a  loophole  in  the  Medicaid  Program. 
Thus,  much  of  the  growth  for  several  years  was  not  particularly 
due  to  the  rising  costs  of  health  care  per  se  or  to  the  particular 
problems  of  an  indigent  population,  but,  rather,  to  State  policy  to 
deliberately  expand  those  Medicaid  programs. 

Now,  what  about  some  specific  options  for  change  in  these  pro- 
gram areas?  Because  they  are  growing  very  rapidly,  they  are  where 
the  money  is  in  the  Federal  budget. 

There  are  several  reasons  why  a  lot  of  people  want  to  focus  on 
medicare,  particularly  Part  A  of  medicare.  That  part  is  funded  by 
the  payroll  tax  trust  funds  that  are  projected  to  be  exhausted  in 
the  year  2001.  That  is  a  legitimate  concern. 

When  I  look  at  Part  A,  though,  I  see  fewer  areas  for  potential 
change  than  there  might  be  in  the  Part  B  physician  side  of  the  pro- 
gram. 

Part  A  covers  hospitals,  skilled  nursing  facilities,  and  home 
health  agencies.  But  the  options  for  change  are  somewhat  limited. 
Hospitals  have  borne  a  lot  of  reductions  in  payment  over  time,  al- 
though this  is  an  area  there  where  we  might  seek  some  further  re- 
ductions in  payment.  But  there  are  limits  on  how  far  you  can  go 
in  that  direction  before  you  begin  to  hurt  access  to  care  for  bene- 
ficiaries and  potentially  quality  of  care,  not  only  for  the  medicare 
population  but  for  other  populations  as  well. 

It  is  legitimate,  then,  to  think  about  asking  beneficiaries  to  pay 
more.  Here,  again,  the  options  are  somewhat  limited,  medicare  has 
never  had  a  premium  on  Part  A  because  it  is  fully  financed  by  the 
payroll  tax  system.  To  add  a  new  premium  would  be  a  change  in 
philosophy  of  the  program.  It  is  certainly  doable.  And  some  people 
have  suggested  an  income-related  premium.  My  own  preference  in 
this  area  would  be  to  continue  the  taxation  of  Social  Security  that 
was  enacted  in  1993  that  goes  into  the  Part  A  Trust  Fund  and  even 
expand  it  if  you  are  interested  in  an  income-related  change  in  Part 
A.  In  that  way  you  do  not  have  to  add  a  whole  new  administrative 
mechanism  since  it  is  already  in  place. 
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If  you  look  at  the  deductibles  and  copays  on  hospitals  and  skilled 
nursing  facilities,  they  are  already  very  high:  $716  for  a  spell  of  ill- 
ness is  the  deductible  in  Medicare  Part  A,  and  that  is  very  high 
compared,  for  example,  to  the  private  sector.  And  it  probably  does 
not  do  very  much  to  change  use  of  services. 

One  of  the  most  often  mentioned  options  is  new  coinsurance  for 
the  home  health  services  program,  which  has  been  growing  very 
rapidly  and  for  which  there  used  to  be  coinsurance  which  was 
eliminated  in  1972.  This  approach  sounds  promising  when  you  first 
start  to  look  at  it. 

The  problem  is  that  home  health  services  are  used  in  great  num- 
bers by  a  very  small  number  of  people.  Further,  they  tend  to  be 
over  the  age  of  80  and  the  least  able,  to  pay  approximately  $700 
on  average  per  year  if  you  added  a  20-percent  copay  to  the  home 
health  services. 

Changes  on  the  Part  B  side,  I  believe,  are  more  promising. 
There,  the  deductible  of  $100  per  year  is  low  by  standards  of  com- 
parison with  the  private  sector,  and  since  many  people  use  physi- 
cian services,  you  would  actually  raise  quite  a  bit  of  money  by  rais- 
ing that  deductible. 

Similarly,  a  number  of  people  have  suggested  raising  the  Part  B 
premium,  which  is  already  in  place,  and  potentially  income-relating 
it.  If  you  want  to  pass  off  costs  on  to  beneficiaries,  those  are  the 
most  productive  areas,  and,  in  fact,  my  preferred  way  of  doing  that, 
if  you  are  going  to  move  in  that  direction,  would  be  to  use  some 
of  the  savings  on  the  Part  B  side  to  lower  the  coinsurance  and 
deductibles  on  the  Part  A  side  and  bring  it  all  more  in  line  with 
private  sector  fee-for-service  plans. 

This  is  all  pretty  intimidating  in  an  environment  where  individ- 
uals are  now  paying  about  $2500  in  out-of-pocket  spending  and 
premiums  on  average.  That,  I  think,  needs  to  be  taken  into  ac- 
count. 

It  is  no  wonder,  then,  that  many  people  turn  instead  to  more 
dramatic  changes  in  the  Medicare  Program,  such  as  moving  people 
into  HMO's  or  voucher-type  approaches.  Here  there  is  good  prom- 
ise, but  it  is  a  long-run  promise,  not  a  short-run  promise  of  savings. 
For  the  same  kinds  of  reasons  that  Mr.  Piper  talked  about,  about 
going  slow  with  the  disabled  population  in  medicaid,  we  need  to  go 
slow  in  medicare.  This  is  a  population  that  traditionsdly  has  not 
been  provided  services  by  HMO's,  not  been  a  particularly  attractive 
market  for  many  HMO's,  and  for  whom  the  questions  of  risk  ad- 
justment and  deciding  how  much  to  pay  HMO's  on  behalf  of  bene- 
ficiaries is  not  worked  out.  At  present,  HMO's  have  not  saved  medi- 
care money  under  the  current  program. 

A  lot  of  tough  questions  need  to  be  worked  on,  and  we  should 
start  working  on  them  right  away,  seeking  some  answers  to  pro- 
vide more  options  in  the  Medicare  Program.  But  it  would  be  a  dis- 
service to  beneficiaries  and  to  the  health  care  system  in  general  to 
try  to  move  them  too  rapidly  into  a  new  and  emerging  delivery  en- 
vironment that  may  not  be  prepared  to  handle  them  yet.  Such  a 
strategy  may  end  up  essentially  being  self-defeating  if  we  create 
crises  when  individuals  are  disenrolled  by  their  HMO's  or  pushed 
out  of  their  HMO's  or  are  mistreated  in  them.  I  would  urge  that 
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this  initiative  be  considered  but  not  as  something  for  savings  in  the 
couple  of  years. 

In  the  Medicaid  Program,  I  am  even  more  pessimistic  about  how 
far  you  can  go.  Moving  further  into  managed  care,  as  Mr.  Piper 
talked  about,  is  a  very  good  idea  for  the  under-65  non-disabled  pop- 
ulation, and  there  have  been  considerable  successes.  There  are  suc- 
cesses in  areas  like  Wisconsin  that  have  moved  slowly  and  delib- 
erately to  do  it  right  as  opposed  to  doing  it  precipitously. 

But  there  are  already  a  lot  of  HMO's  that  are  operating  out  there 
serving  the  medicaid  population,  and  I  am  not  sure  how  much  fur- 
ther we  can  go  in  terms  of  expanding  rapidly  into  the  disabled  and 
elderly  population.  This  group  is  not  a  majority  of  the  recipients  of 
medicaid,  but  certainly  repesents  a  majority  of  the  dollars  that 
medicaid  spends.  So  before  we  get  too  enthusiastic  about  managed 
care,  it  is  important  to  remember  that  even  if  you  put  every  single 
person  who  is  non-disabled  and  under  65  in  the  program,  you  are 
only  talking  about  approximately  one-fourth  of  the  costs  of  the 
Medicaid  Program  right  now.  So  if  you  reduce  the  rate  of  growth 
of  one-fourth  of  the  program,  that  is  good,  that  is  terrific,  but  it  is 
not  going  to  get  you  as  far  as  you  would  like  to  go. 

The  other  issue  is  that  medicaid  has  to  be  remembered  as  the 
major  safety  net  program  for  the  uninsured  population.  It  is  dif- 
ficult for  me  to  make  this  change  to  talking  about  cutting  medicaid 
since  about  3  months  ago  people  were  talking  about  potential  ex- 
pansions in  the  Medicaid  Program  rather  than  contractions. 

More  flexibility  is  a  reasonable  goal,  and  some  things  can  be 
done  in  that  area,  but,  again,  I  am  somewhat  pessimistic  about 
how  much  can  be  saved. 

Some  States  have  played  games  with  the  Medicaid  Program,  and 
there  are  ways  in  which  you  could  achieve  some  savings  by  further 
changing  the  disproportionate  share  program.  But  those  are  not 
going  to  be  across-the-board  changes.  Those  would  be  selective 
changes  that  would  hurt  some  States  very  severely  and  leave  other 
States  untouched.  That  will  be  a  difficult  political  issue. 

Similarly,  in  work  I  am  doing  with  my  colleagues  at  the  Urban 
Institute,  where  we  have  been  looking  at  the  Federal  matching 
rates  for  medicaid,  we  suggest  improvements  there  as  well  which 
might  change  some  of  the  incentives  over  time.  But  the  problem, 
again,  is  that  you  very  quickly  create  many  losers  as  well  as  win- 
ners in  that  kind  of  situation. 

My  ultimate  conclusion  is  that  if  there  are  tough  choices  that 
have  to  be  made  in  this  program,  there  are  some  areas  where  cuts 
can  be  made.  However,  we  should  not  assume  that  it  will  be  an 
easy  process,  and  I  think  that  it  would  be  a  disservice  to  the  Amer- 
ican public  to  portray  it  that  way.  If  lots  of  people  are  asked  for 
some  sacrifices  and  changes,  then  there  are  areas  in  medicare  and 
medicaid  that  should  be  on  the  table.  But  I  do  not  think  these  rep- 
resent simple  or  easy  cuts  simply  because  these  are  programs  that 
grow  very  rapidly. 

Thank  you. 

[The  prepared  statement  of  Ms.  Moon  follows:] 
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HEALTH  CARE  SPENDING  AND  THE  FEDERAL  BUDGET 

Statement  by  Marilyn  Moon' 

before  the 

Committee  on  the  Budget 

United  States  Senate 

February  1,  1995 


I  appreciate  the  opportunity  to  speak  to  the  committee  on  the  issue  of  health  care 
spending  and  the  federal  budget   Identifying  reasonable  options  for  changes  in  entitlements  in 
general  and  engaging  in  a  measured  and  careful  discussion  of  the  pros  and  cons  of  such 
options  pose  formidable  tasks.   Both  those  who  argue  for  no  change  under  any  conditions  and 
those  who  would  dramatically  cut  popular  and  successful  programs  do  a  disservice  to  the  goal 
of  finding  workable  solutions  to  the  future  challenges  that  entitlements  will  surely  face. 

My  testimony  today  focuses  on  the  two  major  health  programs  in  the  federal  budget- 
Medicare  and  Medicaid.  These  two  programs  now  represent  about  32  percent  of  mandatory 
spending  and  are  projected  to  constitute  nearly  40  percent  by  2002.   While  it  is  not  possible 
to  address  all  the  issues  that  ought  to  be  considered  in  a  careful  review  of  these  two 
programs,  my  testimony  concentrates  on  four  general  points: 

•  Rhetoric  on  the  issue  of  entitlement  changes  can  be  misleading,  making  it  important  to 
sort  out  the  basic  principles  behind  some  of  the  common  claims  made  about  these 
programs; 

•  Although  Social  Security  is  not  on  the  table  as  a  current  budget  issue,  its  long  run 
inter-relationship  with  Medicare  needs  to  be  kept  in  mind; 

•  Medicare  and  Medicaid  tend  to  be  maligned  because  of  their  rapid  rates  of  growth,  but 
it  is  important  not  to  assume  that  they  can  be  readUy  brought  down  to  match  the  rate 
of  growth  of  federal  spending  in  general;  and 

•  Moving  from  the  rhetoric  of  budget  cutting  to  sensible  changes  in  these  programs 
requires  careful  attention  if  spending  reductions  are  to  be  successful. 


THE  PRINCIPLES  BEHIND  THE  RHETORIC 

In  order  to  make  the  business  of  reducing  the  federal  budget  less  distasteful,  many 
proponents  of  major  change  refer  to  "reducing  the  rate  of  growth  of  out-of-control 


'Senior  Fellow,  The  Urban  Institute,  Washington,  D.C.   This  statement  presents  the  views 
of  the  author  and  does  not  necessarily  represent  the  views  of  the  Urban  Institute,  its  trustees 
or  sponsors. 
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entitlements."   This  implies  mild  and  relatively  painless  adjustments,  mere  technical  fme 
tuning  of  these  programs.   Opponents  charge  that  "major  cuts  would  destroy  Social  Security 
and  health  programs."   Which  set  of  claims  is  more  accurate?  To  understand  these  issues,  it 
is  important  to  examine  basic  defmitions  and  principles. 


Entitlements 

In  recent  years,  the  term  "entitlement"  has  taken  on  a  pejorative  connotation,  implying 
that  such  programs  are  easily  abused  by  their  recipients.   But  in  actuality  this  is  merely  a 
technical  budget  term  that  refers  to  programs  not  subject  to  the  annual  appropriations  process. 
One  is  entitled  through  eligibility  and  other  program  rules.   The  intent  of  such  programs  was 
that  they  would  rise  and  fall  each  year  in  concert  with  changes  in  eligibility  or  to  meet  other 
specific  requirements  (such  as  the  cost  of  health  coverage).  There  is  no  inherent  reason  why 
entitlements  must  grow  at  an  unusual  pace.   It  is  also  likely,  however,  that  few  expected  such 
rapid  growth  in  many  of  the  programs  at  the  time  of  their  passage.  Thus,  it  is  certainly 
appropriate  to  periodically  reevaluate  whether  such  preferential  treatment  is  still  desired  and 
whether  the  same  level  of  commitment  is  appropriate. 

If  this  special  budget  treatment  is  deemed  to  be  warranted,  the  growth  of  entitlements 
should  be  viewed  as  an  intended  consequence  over  time.  If  not,  then  like  other  government 
programs,  the  entitlements  in  question  need  to  be  amended. 


When  a  Cut  is  a  Cut 

One  of  the  major  reasons  why  there  is  a  great  deal  of  focus  on  entitlement  programs-- 
particularly  the  health  programs-is  that  their  projected  rates  of  growth  are  higher  than  for 
other  items  in  the  budget   Baseline  projections  for  the  future  assume  that  the  programs  will 
grow  in  a  manner  sufficient  to  absorb  expansions  in  participation  as  more  people  become 
eligible  (because  of  the  aging  of  the  population,  for  example)  and  as  cost  of  living 
adjustments  and  expected  inflation  in  the  provision  of  health  services  raise  costs  of  providing 
the  benefits  specified  by  law. 

If  changes  are  made  to  the  programs  that  reduce  the  rate  of  growth  below  what  is 
needed  to  meet  the  legal  requirements,  it  is  legitimate  to  refer  to  these  changes  as  cuts  in  the 
program,  even  if  they  do  not  represent  dollar  cuts  in  outlays.   If  the  number  of  persons 
eligible  for  a  benefit  rises  by  10  percent,  for  example,  but  the  budget  for  a  program  remains 
fixed,  payments  on  behalf  of  each  eligible  person  would  have  to  fall.   Individual  participants 
in  a  program  would  properly  view  that  as  a  "cut" 

What  about  the  issue  of  inflation?  This  is  a  more  complicated  question,  in  part 
because  it  depends  upon  measuring  changes  that  are  difficult  to  know  with  certainty.   If  there 
is  inflation  which  makes  it  more  expensive  to  continue  to  provide  the  same  benefit  through 
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time,  then  reductions  in  the  amount  available  to  meet  those  higher  expenses  would  reduce 
what  the  recipient  receives  in  real  terras.   Again  this  is  legitimately  viewed  as  a  "cut" 

On  the  other  hand,  if  we  find  ways  to  more  accurately  measure  inflation  that 
effectively  slows  the  rate  of  growth  of  spending  over  what  was  anticipated,  then  it  would  he 
unfairly  labeled  a  cut   That  said,  however,  it  is  not  clear  that  the  ways  in  which  we  measure 
inflation  now  err  only  in  the  direction  of  overstating  inflation.   We  do  not  know  and  so  it  is 
important  to  move  slowly  in  this  area.   Careful  study  is  needed  and  it  is  inappropriate  to 
prematurely  conclude  that  we  can  "save"  a  particular  amount  of  money  from  this  exercise. 
Changes  in  the  Consumer  Price  Index  will  have  important  policy  implications,  but  the 
exercise  should  not  get  entangled  in  the  political  process. 

Sometimes  interpretation  of  the  term  "cuts"  in  programs  also  depends  upon  who  is 
being  disadvantaged.   For  example,  many  of  the  changes  legislated  in  the  Medicare  program 
in  recent  years  to  slow  its  rate  of  growth  have  focused  on  payments  to  the  providers  of  health 
care,  such  as  doctors  and  hospitals.    By  reducing  payments  but  not  changing  the  program  in 
other  ways,  it  is  often  claimed  that  Medicare  benefits  have  not  been  cut.   If  this  reflects 
efficiencies  in  the  provision  of  care  or  reductions  in  unnecessarily  generous  payments,  then 
that  would  be  a  reasonable  characterization.   As  Medicare  payments  relative  to  the  rest  of  the 
health  care  system  fall,  however,  further  change  may  ultimately  not  only  affect  providers,  but 
beneficiaries  as  well  in  terms  of  reduced  access  or  lower  quality. 


Capping  Growth  as  a  "Painless"  Approach 

One  popular,  but  nonspecific  proposal  for  achieving  reductions  in  the  federal  deficit  is 
to  "cap"  the  growth  of  entitlements.   In  recent  years  several  bills  have  been  introduced  in  the 
Congress  that  would  place  overall  limits  on  the  rate  at  which  entitlements  would  be  allowed 
to  grow.   And  proposals  to  make  Medicaid  a  block-granted  program  also  fall  into  this 
category.   The  appeal  that  the  proposal  sounds  quite  technical,  but  does  not  identify  who 
might  be  affected.   Under  these  proposals,  entitlements  would  sometimes  be  linked  together 
with  each  taking  a  proportionate  hit;  in  other  versions,  each  program  would  be  bound  by  its 
own  growth  limit.   But  this  is  not  in  itself  a  "solution";  once  such  a  commitment  is  made, 
there  is  still  the  issue  of  exactly  how  cuts  would  be  accomplished.   Caps  do  not  solve  the 
problem  of  what  or  how  to  cut,  they  simply  mandate  that  sgme  change  occurs.   And  it  is 
when  we  begin  to  examine  specific  changes  such  as  those  described  below  that  harder  choices 
have  to  be  faced. 


Short  Run  Vs.  Long  Run  Changes 

Finally,  part  of  the  debate  revolves  around  the  need  for  cuts  in  the  Medicare  and 
Social  Security  programs  to  avoid  a  future  crisis  in  the  trust  fund  financing  of  the  programs 
themselves.   Reductions  in  these  two  programs  thus  carry  the  implicit  promise  of  killing  two 
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birds  with  one  stone-reducing  the  current  budget  deficit  of  the  federal  government  and 
helping  the  long-run  stability  of  the  trust  funds  that  finance  these  two  programs. 

The  problem  is  that  savings  that  help  the  federal  deficit  over  the  next  few  years  may 
not  always  be  the  best  long  run  strategies.  The  unique  role  that  Social  Security  plays  in  the 
lives  of  Americans  is  that  of  a  floor  of  income  protection  during  retirement.   Many 
Americans  carefully  make  savings  and  other  long-run  decisions  on  the  basis  of  what  they 
expect  to  receive  from  Social  Security  and  Medicare.   Moreover,  once  individuals  retire,  it  is 
difficult  to  return  to  the  labor  force  or  make  other  changes  to  compensate  for  benefit 
reductions  to  existing  beneficiaries.   It  is  thus  important  for  these  programs  to  change  slowly 
over  time  in  order  to  remain  valuable  sources  of  protection  for  retirees.   These  factors  make 
short  run  savings  efforts  less  desirable.   Only  when  opportunities  arise  that  are  consistent  with 
the  long  term  needs  of  the  program  does  it  make  sense  to  take  advantage  of  them  for  short 
run  relief  as  well. 


THE  SPECIAL  CHALLENGES  OF  MEDICARE  AND  SOCIAL  SECURITY 

Both  Social  Security  and  Medicare  will  face  unprecedented  challenges  as  the  Baby 
Boom  generation  approaches  retirement  age.   And,  for  Medicare,  the  problems  are  projected 
to  come  upon  us  soon  because  of  the  additional  burdens  of  rapidly  rising  health  care  costs. 
Current  projections  by  the  actuaries  suggest  that  the  trust  fund  for  Part  A  of  Medicare  will  be 
depleted  by  the  year  2001.   Although  that  date  may  slip  in  the  next  trustees'  report.  Medicare 
needs  to  be  seriously  addressed  within  the  next  two  or  three  years.   Solvency  for  Social 
Security  will  also  become  a  major  issue  but  well  after  the  turn  of  the  century,  meaning  that 
adjustments  to  the  Social  Security  program  can  be  put  off  for  a  longer  period.   But  here  too 
the  earlier  we  begin  to  tackle  the  problem,  the  less  pain  will  likely  be  inflicted  on  anyone. 
Any  current  proposal  that  affects  Social  Security  or  Medicare  needs  to  be  viewed  in  the 
context  of  this  looming  financing  crisis. 

A  further  mistake  of  much  of  the  disr^ussion  is  to  treat  Social  Security  and  Medicare 
as  fully  separate  programs.   Social  Security  and  Medicare  are  linked,  so  that  problems  in  one 
part  of  our  social  insurance  system  will  inevitably  affect  the  other  parts.   Some  supporters 
view  one  program  as  essential  and  the  other  expendable.   But  the  large  and  growing  share  of 
the  federal  budget  devoted  to  entitlement  programs  for  seniors  suggests  that  we  cannot  expect 
to  view  each  of  these  programs  separately.   Some  changes  will  be  easier  to  accomplish  in  one 
venue  but  not  the  other.   For  example.  Social  Security  may  be  the  more  amenable  to  changes 
that  affect  beneficiaries  directly  since  benefit  amounts  can  be  fine  tuned  in  ways  that  an  in- 
kind  benefit  program  like  Medicare  cannot   Small  adjustments  in  the  benefit  formula  could 
make  Social  Security  more  progressive— a  simpler  approach  than  many  of  the  income-related 
changes  proposed  for  Medicare. 

It  is  difficult  to  find  ways  to  subdivide  Medicare,  which  is  defined  as  a  given  level  of 
insurance  coverage.   One  way  to  do  this,  for  example,  would  be  to  income-relate  the  premium 


252 


or  to  fully  means  test  eligibility.   But  both  of  these  changes  represent  major  philosophical 
shifts  in  the  program  and  would  require  a  substantial  new  (and  expensive)  administrative 
mechanism  to  enforce  those  changes.    Moreover,  Medicare  is  already  a  more  progressive 
benefit  than  Social  Security  because  its  value  does  not  rise  with  the  level  of  contributions 
made  in  the  past  to  the  program.   High  wage  contributors  still  receive  the  same  basic  benefit 
as  those  who  contribute  substantially  less  over  their  woridng  lives. 

Thus,  putting  off  any  consideration  of  Social  Security,  but  subjecting  Medicare  to 
major  modifications  may  not  be  a  desirable  strategy.   Proposals  such  as  rolling  back  the 
recent  increase  in  taxation  of  Social  Security  benefits  surely  moves  in  the  wrong  direction. 


THE  HEALTH  ENTITLEMENTS 

It  has  become  fashionable  to  portray  the  Medicare  and  Medicaid  programs  as  failing 
because  their  rate  of  growth  is  currently  above  that  of  the  private  sector.   Moreover,  this 
suggests  that  "privatizing"  of  these  programs  or  at  least  partially  contracting  out  to  the  private 
sector  will  result  in  substantial  savings  to  the  federal  government.   Ane  Medicare  and 
Medicaid  out  of  control?  How  should  we  interpret  these  high  rates  of  health  care  spending? 
Medicare  and  Medicaid  have  both  grown  rapidly  over  time,  but  not  all  of  the  reasons  for  this 
growth  will  be  tackled  by  privatization;  indeed,  not  all  of  the  growth  is  undesirable. 

First  consider  Medicare.   A  number  of  critics  of  the  Medicare  program  blame  it  not 
only  for  the  high  costs  of  health  care  for  the  elderly,  but  for  aggravating  health  care  inflation 
in  general.   The  rapid  growth  in  the  program  in  its  early  years— expanding  well  beyond 
predicted  spending  levels-is  often  cited  as  an  example  of  why  government  program  cannot  be 
•rusted. 

But  the  original  goal  of  the  legislation  creating  Medicare  was  to  offer  mainstream 
medical  care  to  older  persons  and  the  early  fears  for  the  program  were  that  it  would  not  be 
accepted  by  doctors  and  hospitals.   Thus,  there  was  a  conscious  decision  riot  to  undertake  cost 
containment  efforts  initially.   Medicare  likely  did  contribute  to  some  inflation  as  it  expanded 
demand  for  additional  services,  but  no  efforts  to  counteract  this  impact  were  made.    And 
when  cost  containment  efforts  were  undertaken  in  the  1980s,  Medicare's  track  record 
improved  substantially,  doing  better  than  the  private  sector  for  a  number  of  years.   In  the  last 
two  years,  private  sector  growth  rates  have  declined  while  Medicare's  have  remained  high. 
This  recent  low  growth  in  the  private  sector  as  compared  to  Medicare  is  now  being  used  as  a 
justification  for  privatizing  the  program.   But  it  is  extremely  difficult  to  be  sure  of 
comparisons  made  on  such  short  periods  of  time. 

In  addition,  there  are  several  reasons  to  expect  the  rate  of  growth  of  Medicare  to  be 
higher  than  that  in  the  private  sector  over  time.   First,  it  is  difficult  to  compare  growth  rates 
without  knowing  the  base  in  both  sectors.    Beginning  in  the  mid  1980s,  Medicare  held  down 
the  rate  of  growth  of  payments  to  hospitals  and  doctors  substantially  as  compared  to  private 
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insurance.   In  the  1990s,  as  employers  have  become  more  serious  about  costs  of  health  care, 
that  sector  is  now  slowing— but  it  has  a  considerable  way  to  go  before  it  matches  payment 
levels  in  Medicare. 

In  addition,  both  technology  and  the  aging  of  the  population  will  affect  the  rate  of 
growth  of  Medicare  expenditures,  placing  special  demands  on  this  program.   As  more  people 
live  into  their  80s  and  90s,  the  costs  of  Medicare  rise  as  a  result.   Further,  improvements  in 
technology  which  make  procedures  safer  and  more  effective  are  likely  to  be  more  heavily 
used  by  the  frail  for  whom  riskier  procedures  were  not  advisable  in  the  past.   For  example, 
cataract,  hip  replacement  and  heart  by-pass  surgeries  are  areas  where  major  advances  have 
occurred  and  all  are  procedures  disproportionately  used  by  the  elderly.   CT  scans,  MRIs  and 
other  advanced  imaging  techniques  also  make  care  safer  and  more  accessible  for  the  elderly 
and  disabled. 

In  the  case  of  the  Medicaid  program,  a  number  of  different  factors  apply.   During  the 
1980s  through  the  present,  Medicaid  has  served  as  the  insurance  program  of  last  resort  for 
many  low  income  Americans.    If  not  for  expansions  in  Medicaid  over  the  last  decade,  the 
number  of  uninsured  persons  would  be  much  higher  as  the  share  of  Americans  receiving 
insurance  from  employers  has  dropped.    And  without  Medicaid,  burdens  on  local  and  state 
governments  to  treat  the  uninsured  would  rise  substantially.   In  addition,  long  term  care 
expenses  and  care  for  low  income  disabled  and  elderly  persons  have  also  contributed  to 
growth. 

But  even  with  these  expansions,  much  of  the  growth  in  federal  spending  on  the 
Medicaid  program  in  the  late  1980s  and  early  1990s  reflected  states'  concerted  efforts  to 
bring  more  state-only  programs  under  Medicaid's  jurisdiction  (to  qualify  for  matching 
payments)  and  to  use  special  financing  schemes  to  dramatically  expand  their  disproportionate 
share  programs.   These  loopholes  in  Medicaid  have  now  largely  been  closed,  resulting  in 
much  lower  projected  rates  of  growth. 

All  of  this  suggests  that  while  there  are  likely  opportunities  frr  scaling  back  these 
programs,  simple  solutions  may  be  elusive. 


MOVING  FROM  RHETORIC  TO  SPECIFIC  OPTIONS  FOR  CHANGE 

Since  this  hearing  is  focused  on  the  short  run  budget  changes  that  might  be  made  in 
entitlement  programs  and  since  Social  Security  is  not  on  the  table  for  discussion,  I  focus 
below  only  on  some  of  the  options  for  changing  Medicare  and  Medicaid. 

Medicare 

The  pending  financial  crisis  in  Medicare  affects  Part  A  of  the  program,  which  is 
funded  by  payroll  taxes.   Part  A  covers  hospital  services,  skilled  nursing  care  and  home 
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health  services,  and  so  it  is  in  these  areas  that  reductions  will  most  critically  need  to  be  found 
over  time.   However,  changes  for  Part  A  offer  only  a  limited  range  of  options  for  cuts. 

One  set  of  changes  might  be  to  reduce  payments  to  health  care  providers  for  Medicare. 
This  would  mean,  for  example,  cutting  payments  to  hospitals,  nursing  homes,  and/or  home 
health  agencies.   Since  hospital  services  make  up  the  bulk  of  Part  A  spending,  many  of  the 
cuts  would  have  to  take  place  there.   Hospitals,  however,  are  already  objecting  strongly  to  the 
levels  of  payment  they  receive  under  Medicare,  arguing  that  they  often  do  not  even  cover  the 
costs  of  such  care.  To  the  extent  that  they  are  able,  hospitals  will  attempt  to  shift  any 
shortfall  in  payments  onto  other  payers  of  care,  such  as  private  insurance  patients.   And  if 
there  are  major  shortfalls  that  cannot  be  shifted,  hospitals  and  other  health  care  providers  may 
be  forced  to  close  their  doors  or  stop  treating  Medicare  patients.   Both  of  these  effects  create 
problems  for  our  health  care  system.    Since  the  early  1980s,  Medicare  has  relied  heavily  on 
this  type  of  savings  and  some  further  savings  are  likely  possible.   At  some  point,  once  the 
gap  between  costs  and  what  Medicare  will  pay  widens  enough,  this  option  will  cease  to  be  a 
viable  source  of  new  savings,  however. 

A  number  of  proposals  for  cutting  Medicare  thus  look  elsewhere  to  changes  that 
would  affect  beneficiaries  directly.  These  include  a  new  Part  A  premium  or  higher  cost 
sharing  for  the  services  received.   Medicare  has  never  charged  a  premium  for  the  Hospital 
Insurance  portion  of  the  program,  so  this  would  mean  a  major  change  in  the  philosophy  of  the 
program.   And  the  existing  deductibles  and  coinsurance  under  Part  A  are  already  very  high— 
certainly  as  compared  to  the  private  sector.   For  example,  the  hospital  deductible  is  $716  for 
the  first  day  of  a  spell  of  illness  (of  which  there  can  be  several  in  a  given  year). 

Some  of  the  proposals  for  a  higher  hospital  deductible  or  a  new  premium  would  make 
them  income-related.  Those  with  higher  incomes  would  pay  more.   While  this  would  be 
fairer  than  a  flat  increase  and  would  make  higher  premiums  or  deductibles  possible  since 
lower  income  beneficiaries  would  not  have  to  bear  the  full  burden,  this  would  require  either 
setting  up  a  whole  new  administrative  structure  or  using  the  IRS.   As  described  above,  a 
fairer  way  to  raise  revenues  progressively  under  Part  A  would  be  to  expand  taxation  of  Social 
Security  and  continue  applying  it  to  the  Part  A  trust  fund  (as  is  now  being  done  with  the 
1993  Social  Security  taxation  provisions). 

Finally,  one  of  the  more  likely  options  for  helping  the  Part  A  trust  fund  would  be  to 
institute  a  new  coinsurance  payment  for  home  health  services.  The  coinsurance  on  this 
service  was  eliminated  in  1972  and  a  number  of  health  care  proposals  and  deficit  reduction 
plans  have  called  for  reinstituting  the  coinsurance.   Indeed,  the  Congressional  Budget  Office 
has  estimated  that  a  20  percent  coinsurance  could  raise  about  $20  billion  over  5  years. 
However,  this  option  has  particularly  undesirable  effects  on  low  and  moderate  income 
beneficiaries.   Because  the  very  old  are  most  likely  to  use  this  benefit— and  to  use  it 
extensively— they  would  bear  the  greatest  burden  from  this  change.   The  average  user  of  home 
health  services  would  face  a  new  coinsurance  charge  of  over  $700  per  year  under  this 
proposal.   And  because  the  incomes  of  these  older,  frail  Medicare  beneficiaries  tend  to  be 
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quite  low,  this  would  be  a  particularly  regressive  change.   For  example,  beneficiaries  aged  85 
and  over  would  pay  coinsurance  rates  about  five  times  higher  than  those  aged  65  to  69. 

Changes  on  the  Part  B  side  (which  covers  physician  services,  outpatient  care, 
laboratory  services,  etc.)  are  more  promising.   There  the  deductible  of  $100  per  year  is  low 
by  usual  standards  of  comparison  with  the  private  sector.   And  some  have  suggested  raising 
the  Part  B  premium,  which  currently  stands  at  $46.10  per  month.   This  might  be  either  an 
across  the  board  increase  or  an  income-related  one. 

The  full  burden  of  cost-sharing  for  the  elderly  and  disabled  under  Medicare  is  already 
quite  high,  however    Out-of-pocket  spending  by  the  elderly  for  all  acute  care  services  will 
average  about  $1,382  in  1994.   To  that  should  be  added  the  amount  that  individuals  must  pay 
in  premiums  for  Medicare  and  supplemental  insurance—another  $1,137.   For  moderate  income 
families,  this  is  already  a  substantial  burden  well  in  excess  of  what  younger  families  pay. 
Any  further  added  burdens  ought  to  be  viewed  in  that  context. 

Changes  to  improve  the  structure  of  Medicare's  cost  sharing  could  be  undertaken  in 
such  a  way  as  to  raise  the  average  burdens  somewhat,  while  protecting  the  most  vulnerable. 
For  example,  a  lower  Part  A  deductible  and  coinsurance  structure  would  benefit  the  oldest  old 
more  who  are  least  likely  to  be  able  to  pay.   The  Part  B  deductible  could  be  raised  to  offset 
this  change  and  since  its  burden  is  more  evenly  distributed,  it  would  result  in  a  fairer 
targeting  of  cost  sharing.   If  raised  enough,  net  savings  could  be  achieved.     And  some 
expansion  of  the  Part  B  premium,  likely  with  an  income-related  component  could  also  help 
defray  some  of  the  costs  of  the  program. 

The  limitations  of  reducing  Medicare's  growth  over  time  through  lower  provider 
payments  or  higher  patient  cost  sharing  lead  many  to  consider  a  more  aggressive  strategy  for 
putting  Medicare  beneficiaries  into  managed  care.   This  change  offers  some  promise  for  the 
future,  but  we  should  be  wary  of  moving  too  rapidly  in  this  direction. 

Medicare's  experience  suggests  protections  for  consumers  and  careful  oversight  will  be 
needed  to  avoid  major  problems  and  scandals  that  could  taint  reform.   HMOs  have  found  it 
difficult  to  bring  the  elderly  and  disabled  into  their  programs.   "Diese  patients  do  not  always 
behave  like  younger  HMO  patients  and  hence  HMOs  have  sometimes  found  it  more  difficult 
to  hold  down  the  costs  of  care.   As  a  result,  they  have  not  always  been  able  to  cover  patients 
adequately  with  the  payments  that  Medicare  makes  on  behalf  of  beneficiaries.   There  have 
been  some  notable  crises  with  HMOs  suddenly  dropping  Medicare  enrollees  because  of  such 
financial  difficulties.   And  those  that  have  attracted  seniors  have  sometimes  done  so 
selectively,  seeking  beneficiaries  whose  average  costs  will  be  lower  than  Medicare's  per 
capita  payment  not  because  of  better  management  and  oversight  of  care  but  because  of 
selecting  low-risk  patients.   Once  patients  become  very  ill,  some  HMOs  encourage  them  to 
disenroll. 
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Consequently,  such  activities  cast  doubt  on  whether  these  arrangement  truly  save  costs 
for  the  Medicare  program  at  present   Moreover,  the  program  has  had  difficulty  in 
determining  a  reasonable  payment  to  make  to  HMOs  for  each  enrollee~a  critical  factor  in 
assuring  that  competition  among  plans  occurs  fairly.   Evidence  to  date  suggests  that  the 
voluntary  system  in  Medicare  has  not  reduced  Medicare  costs.   It  would  be  a  mistake  to 
move  prematurely  into  this  area  for  Medicare  without  first  resolving  some  of  these  issues. 


Medicaid 

Changes  in  the  Medicaid  program  ought  to  also  proceed  with  caution.   As  the  safety 
net  for  insurance  that  protects  both  vulnerable  populations  and  state  and  local  governments 
from  expenses  they  would  otherwise  face,  this  program  is  an  essential  part  of  our  health  care 
system  and  the  only  safety  net  we  have.   Even  though  it  is  expensive,  Medicaid  does  not 
cover  even  all  of  the  poor,  and  its  payments  to  providers  are  notoriously  low.   It  is  not  a 
program  for  which  cuts  are  easily  identified.   Nonetheless,  Medicaid  is  particularly  at  risk, 
however,  because  its  constituency  is  less  popular  than  that  for  Medicare. 

Two  of  the  major  areas  for  cutting  the  program  have  focused  on  establishing  caps  in 
payments  to  the  states  or  on  expanding  managed  care.    Some  states  are  enthusiastically 
embracing  managed  care  as  a  means  for  holding  down  the  costs  of  existing  populations  and 
of  expanding  coverage  to  others.   Indeed,  a  growing  share  of  Medicaid  beneficiaries  are 
already  in  managed  care  arrangements.   If  these  programs  move  additional  Medicaid 
beneficiaries  into  good  systems  of  managed  care  that  replace  inappropriate  use  of  hospital 
emergency  rooms  with  early  intervention  by  primary  care  physicians  and  other  similar 
changes,  then  everyone  may  be  better  off. 

But  there  are  several  caveats.   We  do  not  know  how  well  these  newly  emerging 
managed  care  programs  will  do  over  time:   will  they  be  able  to  serve  their  clients  at  the  very 
low  premium  levels  being  offered?  This  is  an  experiment  and  one  for  which  the  results  are 
not  fully  digested.   For  example,  enormous  changes  will  occur  in  the  delivery  of  care,  with 
fewer  resources  going  to  public  hospitals  that  have  traditionally  served  this  population  and 
flowing  instead  into  new  managed  care  entities.    In  many  cases,  the  equation  also  depends 
upon  moving  non-Medicaid  uninsured  persons  into  similar  arrangements  to  reduce  the  burdens 
of  uncompensated  care  on  various  providers.   Without  this  concurrent  expansion,  some  of  the 
lower  payment  levels  for  existing  Medicaid  recipients  may  not  be  sustainable.    In  those  cases, 
Medicaid  is  not  seeking  savings,  but  rather  a  re-arrangement  of  dollars. 

Moreover,  many  of  these  exercises  that  may  save  Medicaid  money  concentrate  on  the 
under-65,  nondisabled  population.   Moms  and  kids  represent  a  large  number  of  the 
participants  in  Medicaid,  but  only  a  small  share  of  the  costs.   What  will  happen  when  we  try 
to  move  the  disabled  and  elderly  into  managed  care  plans,  many  of  which  have  never  treated 
such  populations?  This  is  where  the  money  is  and  where  additional  problems  and 
complications  are  likely  to  crop  up. 
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Caps  on  Medicaid  will  likely  not  be  able  to  achieve  their  targets  without  some 
reductions  in  services  even  if  states  move  into  more  managed  care.    If  states  are  given  greater 
flexibility,  there  will  likely  be  reductions  in  populations  served  or  in  services  provided. 

But  even  if  the  decision  is  made  to  move  in  that  direction,  a  substantial  problem  will 
arise  in  deciding  how  to  treat  the  states.   In  the  case  of  a  cap,  for  example,  one  option  might 
be  to  allow  each  state  no  more  than  103  or  105  percent  of  current  federal  dollars  received. 
States  vary  enormously  in  their  programs,  however,  so  that  a  cap  that  might  be  reasonable  for 
a  state  that  is  already  generous  and  considering  cutting  back  its  program  (New  York,  for 
example)  would  be  in  a  much  better  position  to  absorb  the  limit  than  a  state  with  a  less 
generous  program  that  would  like  to  expand.   The  current  formula  for  establishing  federal 
matching  rates  is  acknowledged  by  many  to  be  in  need  of  substantial  change.     The  level  of 
current  federal  spending  is  also  affected  by  states'  current  abilities  and  willingness  to  fund  the 
program.   This  has  led  to  some  states  with  many  needy  individuals  having  very  small 
programs  relative  to  others.   How  would  new  formulas  or  limits  deal  with  these  challenges? 
This  is  likely  to  be  a  very  tough  issue  and  one  likely  to  exacerbate  rather  than  improve  the 
inequities  in  access  to  a  health  care  safety  net  across  the  United  States. 


CONCLUSIONS 

There  are  no  easy  solutions  for  reducing  federal  spending  on  health  entitlements. 
Because  such  programs  play  an  essential  and  valuable  role  in  protecting  millions  of 
Americans  and  cuts  in  these  programs  would  not  be  my  preferred  means  for  achieving  a 
balanced  budget  over  time.    But  if  cuts  are  to  be  made,  there  are  certainly  more  and  less 
desirable  ways  to  do  so. 

First,  the  long  run  problems  of  Social  Security  and  Medicare  suggest  that  changes  will 
need  to  be  made  in  these  programs  over  time.   Some  changes  would  be  consistent  with  short 
run  budget  savings,  but  others  ought  to  be  phased  in  very  slowly.   To  the  extent  that 
reasonable  shc.t  run  changes  can  be  identified,  there  is  no  valid  reason  for  protecting  Social 
Security  but  not  Medicare  since  the  impacts  on  beneficiaries  will  often  be  similar. 

In  the  health  area,  some  changes  are  possible.   Reordering  the  cost  sharing  in 
Medicare,  raising  Part  B  premiums  in  an  income-related  manner,  and  some  further  limits  on 
provider  payments  can  achieve  short-run  savings.    Over  the  longer  run,  it  is  reasonable  to 
consider  further  moves  into  managed  care,  but  a  lot  of  work  is  needed  before  moving 
aggressively  in  that  direction.   Medicaid  is  more  problematic,  but  further  efforts  to  reduce 
misuse  of  disproportionate  share  payments  could  save  some  federal  revenues  without  putting 
more  vulnerable  persons  at  risk. 

Whatever  changes  are  made,  it  is  essential  to  be  honest  with  Americans  when  making 
such  cuts:    there  are  few  easy  or  painless  ways  to  do  so. 
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Senator  Grassley.  Dr.  Gardner,  before  I  ask  you  questions,  I 
would  like  to  highlight  a  couple  things  in  your  testimony  and  sup- 
porting document  that  particularly  caught  my  attention. 

First  is  the  fact  that  CBO  projects  that  mandatory  spending  on 
farm  programs  will  decline  from  $12.5  billion  to  a  little  under  $11 
billion  for  the  period  1996  through  the  end  of  the  century.  I  cannot 
help  but  wonder  how  many  other  entitlement  programs  might  ex- 
pect a  13-percent  decrease  in  spending  during  that  same  period.  I 
suspect  that  if  other  entitlement  programs  were  going  to  be  declin- 
ing by  13  percent,  we  would  not  have  any  budget  problems.  We 
would  not  even  have  to  be  here. 

Second,  you  point  out  that  the  farmers  lose  about  $1  billion  in 
income  each  year  in  compliance  with  the  environmental  and  farm 
program  regulations.  Most  of  the  farmers  that  I  talk  to  would  hap- 
pily give  up  some  of  their  farm  program  benefits  if  this  regulatory 
burden  were  reduced. 

So  if  we  are  serious  about  reducing  spending  on  farm  programs, 
we  must  also  reduce  the  amount  of  costly  regulation  that  is  put  on 
the  back  of  farmers. 

So,  Dr.  Gardner,  you  concluded  your  testimony  by  advocating  an 
end  of  farm  commodity  programs.  Would  you  advocate  any  type  of 
safety  net  for  family  farmers?  And  I  suppose  there  are  plenty  of  dif- 
ferent ideas  out  there,  but  one  that  I  am  most  acquainted  with  is 
called  the  Iowa  plan,  the  revenue  assurance  plan.  To  what  extent 
have  you  had  a  chance  to  review  these  proposals  in  regard  to  my 
question  to  you? 

Professor  Gardner.  I  have  looked  at  some  of  those  proposals, 
and  I  do  think,  especially  if  you  enact  any  rapid  reductions  in  tar- 
get prices 

Senator  Grassley.  First,  let  me  see  if— we  should  put  the  lights 
on  so  we  know  whether  we  are  within  our  time,  each  one  of  us. 
Thank  you. 

Go  ahead. 

Professor  GARDNER.  If  you  are  going  to  have  some  sharp  reduc- 
tions in  target  prices  or  payment  acres,  you  would  need  some  shock 
absorber,  and  I  can  see  the  arguments  for  a  stabilization  plan  that 
would  not  attempt  to  manipulate  markets  but  provide  a  safety  net. 

The  Iowa  plan  is  one  that  is  based  on,  as  I  understand  it,  about 
70  percent  of  revenue.  If  revenues  would  fall  below  that,  there 
would  be  some  governmental  make-up.  Another  way  to  approach 
that  might  be  following  up  on  the  Crop  Insurance  Reform  Act  of 
last  fall,  in  which  you  now  have  in  place  legislation  that,  if  a  farm- 
er's yields  are  below  50  percent  of  normal,  you  get  a  payment  based 
on  60  percent  of  your  price  selection. 

You  could  imagine,  accompanying  other  reforms,  putting  in  a 
program  that  would  say;  if  your  revenue  fell  to  50  percent  or  even 
60  percent,  because  either  yield  falls  or  the  price  that  we  now  use 
to  calculate  deficiency  payments  falls,  you  could  have  a  payment  to 
make  up  the  difference.  It  would  be  quite  straightforward  to  extend 
the  program  that  was  put  in  place  with  the  Crop  Insurance  Reform 
Act  to  cover  price  risks,  too. 

Senator  Grassley.  OK.  Well,  what  about  your  advocacy  of  that? 
Because  you  do  advocate  we  should  do  away  with  the  existing  pro- 
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grams.  Do  you  then  see  no  safety  net  for  agriculture  from  your  own 
philosophical  point  of  view? 

Professor  Gardner.  I  do  see  a  safety  net,  I  would  say,  as  a  tran- 
sition device.  I  would  not 


Senator  Grassley.  But  not  a  long-term 

Professor  Gardner.  I  would  not  want  to  see  a  safety  net  in  place 
permanently  for  the  next  40  or  50  years.  I  believe  we  ought  to  look 
to  the  day  when  we  deregulate  agriculture. 

Senator  Grassley.  You  did  emphasize  the  industrial  policy  ap- 
proach, the  approach  to  just  simply  help  farmers  with  a  sure  sup- 
ply of  food.  That  is  the  industrial  aspect  of  it.  But  you  do  not  see 
any  role,  for  instance,  unlike  a  lot  of  businesses,  where  some  things 
in  agriculture  are  just  beyond  the  control  of  the  farmer — the  natu- 
ral disaster,  the  international  policy  decisions  that  might  be  made, 
for  instance,  grain  embargoes,  things  like  that  that  farmers  as  a 
segment  of  the  economy  and  different  and  may  be  especially  treat- 
ed different  than  the  other  segments  of  the  economy,  might  not 
just — we  might  not  justifiably  provide  help  for  things  that  are  be- 
yond their  control,  particularly  in  the  area  of  natural  disaster. 

Professor  Gardner.  I  agree  there  are  things  that  Government 
could  do.  When  I  say  that  I  would  like  to  see  the  commodity  pro- 
grams phased  out,  there  are  still  other  activities.  For  example,  you 
mentioned  embargoes.  In  just  the  whole  area  of  trade  restrictions 
that  other  countries  have  put  on  our  products,  I  think  it  is  quite 
proper  to  have  a  very  strong  position  by  people  like  Mickey  Kantor 
and  his  predecessors  pushing  for  open  markets  for  U.S.  products. 
That  is  something  that  the  farmer  cannot  do.  The  Government  has 
to  fight  that  battle  for  him. 

Senator  Grassley.  Now,  let's  just  suppose  we  did  as  you  have 
suggested  in  the  extreme,  although  you,  I  think,  modified  your 
views  to  some  extent  answering  my  first  question.  Let's  suppose  we 
did  away  with  all  farm  programs.  Have  you  had  a  chance  to  look 
at  the  effect  ending  of  farm  programs  would  have  in  these  following 
areas:  one,  land  value,  the  volatility  of  grain  prices  that  might 
come  as  a  result  of  that,  and  on  net  farm  income,  and  on  the  sup- 
ply or  availability  of  any  commodity? 

Professor  Gardner.  I  have  looked  at  that  as  much  as  one  can. 
Of  course,  it  is  a  conjectural  question,  and  it  is  a  big  change  from 
what  we  have  now.  But  I  would  say  first  on  the  supplies  of  com- 
modities, there  would  be  essentially  no  real  effect,  because  what  we 
have  now  is,  we  have  subsidies  that  encourage  people  to  produce 
more,  but  at  the  same  time  we  have  acreage  restraints  and  other 
things  that  make  them  produce  less.  They  would  about  wash  out. 

In  terms  of  stability,  I  do  not  see  any  real  effect.  There  once  was 
an  effect  when  we  had  large  stocks.  We  do  not  have  those  stocks 
anymore.  I  do  not  think  there  is  much  of  a  stabilization  effect. 

The  big  effect  would  be  on — as  you  mentioned — land  prices.  Any- 
body who  owns  land  that  has  a  crop  acreage  base  has  an  entitle- 
ment to  a  deficiency  payment.  That  entitlement  is  worth  money, 
and  that  is  built  into  the  rental  value  of  land  and  into  the  sale 
value  of  lamd.  And  it  is  quite  true  that  that  would  disappear. 

Senator  Grassley.  Have  you  had  a  chance  to  look  at  the  pro- 
posal, and  how  would  you  view  it,  what  is  called  the  whole  farm 
base?  It  would  basically  allow  the  producer  to  respond  more  quickly 
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to  the  market  signals  instead  of  being  confined  to  plant  according 
to  certain  crop  base.  If  you  have  had  an  opportunity  to  consider 
that  concept,  would  that  result  in  any  budget  savings? 

Professor  Gardner,  I  have  had  an  opportunity  to  consider  the 
concept  and  I  like  the  concept  from  an  efficiency  point  of  view.  I 
cannot  say  that  I  know  it  would  generate  budgetary  savings  or  not. 
That  would  be  quite  tricky  to  figure  out.  As  I  recall,fi*om  prior  esti- 
mates from  the  last  farm  bill  of  effects  of  increasing  flexibility,  but 
not  to  this  extent,  you  get  varying  answers.  It  just  depends  on  how 
farmers  substitute  for  one  crop  or  another  and  how  that  affects  the 
deficiency  pa)nments.  But  I  am  not  prepared  to  give  you  a  definite 
answer. 

Senator  Grassley.  It  is  now  Senator  Exon's  turn.  I  will  not  be 
available  to  be  here  to  ask  Mr.  Piper  or  Ms.  Moon  questions.  I 
probably  will  submit  some  to  each  of  you  for  answer  in  writing. 

Mr.  Exon? 

Senator  Exon.  Mr.  Chairman,  thank  you  very  much.  Dr.  Gard- 
ner, you  made  it  very  clear  that  you  do  not  support  current  agricul- 
tural commodity  programs.  And  as  I  no  doubt  suspect  you  surmise, 
I  do  not  agree  with  your  assessment  of  that  situation.  However,  I 
do  suggest  that  you  have  a  point  of  view  that  should  be  looked  at. 
But  I  suggest  that  the  Budget  Committee  is  probably  not  in  a  posi- 
tion, nor  is  it  probably  the  proper  forum,  to  debate  the  intricacies 
of  the  farm  program  policies. 

Suffice  to  say  that  I  believe  farm  programs  provide  this  Nation 
with  a  stable  supply  of  food  and  fiber — I  am  sure  you  have  heard 
that  before — and  contribute  to  a  number  of  very  critical  environ- 
mental programs  as  well.  The  Agriculture  Committee  is  in  the 
process  of  drafting  the  1995  farm  bill,  as  you  know.  I  think  the  best 
place  for  a  full  airing  of  your  specific  policy  concerns  is  during  that 
committee  during  its  deliberations. 

However,  the  issue  before  this  committee  is  somewhat  different. 
We  are  here  today  to  discuss  the  impact  of  Federal  entitlement  pro- 
grams in  their  totality  on  the  budget  deficit.  Now  in  that  context, 
I  think  I  should  note  that  Federal  farm  price  support  programs  will 
account  for  only  1  percent  of  all  of  the  mandatory  spending  in  1995 
according  to  the  most  recent  CBO  budget  outlook  provisions.  In- 
deed, agricultural  program  spending  is  projected  to  decline — and  I 
emphasize  decline  as  Senator  Grassley  indicated  in  his  questions 
and  comments.  It  is  going  to  decline  by  16  percent  by  the  year 
2000,  at  which  time  it  will  be  less  than  one-half  of  1  percent  of  the 
total  mandatory  program  costs. 

This  committee  has  just  heard  testimony  about  the  overall 
growth  of  entitlement  spending,  and  we  know  where  that  growth 
is  concentrated.  It  clearly  is  not  in  agriculture.  Consequently,  the 
question  I  have  for  you.  Dr.  Gardner,  is  if  we  are  truly  serious 
about  dealing  with  the  Federal  budget  deficit  should  we  not  be  con- 
centrating, at  least  in  this  committee,  on  the  major  problem  areas 
instead  of  focusing  on  programs  like  agriculture,  which  even  if 
eliminated  would  do  little  to  solve  the  problem  that  we  are  trying 
to  address? 

Professor  Gardner.  I  think  your  main  focus  should  be  where  the 
big  problems  are,  no  question  about  it.  But  on  the  other  hand,  I 
think  you  should  spend  some  time  looking  at  all  aspects  of  the 
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budget.  It  is  not  for  me  to  tell  you  what  to  look  at,  obviously.  You 
will  decide  that.  But  it  is  a  question  of  whether  you  think  this  $10 
billion  or  so  is  significant  or  not.  I  think  it  is  significant. 

I  wanted  to  respond  to  a  point  that  both  you  and  Senator  Grass- 
ley  made  about  the  declining  CBO  projection.  I  would  not  put  that 
in  the  bank  yet,  because  these  projections  have  tended  to  be  more 
often  erring  on  the  downside  than  the  upside.  And  I  think  there  is 
a  reason  for  that.  It  is  the  following.  That  you  will  always  have 
some  commodities  that  are  near  the  support  level.  I  have  not  seen 
the  details  of  the  CBO  projection,  but  I  would  guess  that  cotton, 
for  example,  because  market  prices  are  high,  is  projected  to  contrib- 
ute essentially  nothing  to  farm  program  costs.  But  we  know  that 
these  prices  vary  a  lot.  Over  the  next  5  years  the  cotton  price  is 
going  to  go  either  up  or  down.  If  it  goes  up,  we  do  not  save  any 
more  because  we  do  not  have  any  spending.  But  if  it  goes  down, 
we  do  spend  some  more.  We  have  that  kind  of  one-way  risk  in  the 
whole  budget  process  because  of  the  very  uncertain  nature  of  these 
agricultural  commodity  prices.  Therefore,  I  think  it  is  more  likely 
than  not  that  this  projection  will  be  too  low. 

Senator  ExoN.  I  would  agree.  Certainly,  these  projections  are  not 
an  exact  science  by  any  stretch  of  the  imagination.  But  by  and 
large,  I  think  that  they  have  been  at  least  some  help  and  guide  to 
us.  By  the  same  token,  you  might  argue  that  the  concerns  that  we 
heard  expressed  by  other  members  of  the  panel  about  the  signifi- 
cant growth  in  health  care  costs  may  be  way  overestimated.  I  sus- 
pect they  are  not,  but  they  might  be. 

Again,  I  understand  what  you  are  sa3ring — we  have  to  have 
something  to  go  by,  some  guideline. 

My  last  question.  Dr.  Gardner,  is  just  to  amplify  once  again  that, 
at  least  in  view  of  this  Senator,  for  years  one  of  our  farm  policy 
objectives  has  been  to  provide  a  stable  supply  of  food  and  fiber.  I 
think  the  United  States  is  somewhat  unique  in  that  area.  Meas- 
ured against  that  goal,  farm  programs  have  done  their  job  it  seems 
to  me  and  I  am  wondering  if  you  agree. 

American  consumers,  on  average,  spend  less  for  food  than  their 
counterparts  in  the  rest  of  the  industrialized  world.  We  all  know 
that  farm  programs  have  been  getting  a  bad  rap  in  the  new  Con- 
gress. Even  the  new  chairman  of  the  Senate  Agriculture  Committee 
has  made  some  sweeping  suggestions  about  eliminating  them  in 
wholesale  fashion.  I  do  not  concur  with  that  approach  and  we  will 
have  a  debate  on  farm  program  specifics  later  this  year  when  the 
farm  bill  comes  up  for  reauthorization. 

My  question  here  is  more  philosophical  though  and  I  would  like 
to  have  you  comment  on  it.  Farm  programs  account  for  only  32  per- 
cent of  the  United  States  Department  of  Agriculture  spending. 
They  have  been  decreasing  in  cost  for  some  time,  as  the  record 
clearly  shows  despite  what  instability  there  might  be  on  future  pro- 
jections. They  have  been  decreasing  to  the  point  that  each  Amer- 
ican pays  about  $35  per  year  for  these  programs.  Compared  with 
people  in  the  rest  of  the  world,  in  other  nations,  Americans  spend 
the  smallest  share  of  their  income  on  food  that  they  eat  at  home. 
That  is  according  to  the  USDA  1994  Agriculture  Fact  Book. 
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Is  that  too  much  for  ensuring  a  safe  and  dependable  food  supply? 
And  should  we  not  we  look  at  that  when  we  at  least  consider  some 
of  the  sweeping  changes  that  you  are  recommending? 

Professor  Gardner.  I  fully  agree  with  the  main  points  you  are 
making;  that  United  States  agriculture  is  a  tremendous  success 
story  overgdl.  I  am  struck  when  in  the  last  few  years  I  have  been 
working  some  with  the  former  Soviet  Union,  that  those  countries 
would  love  to  emulate  what  we  have  in  agriculture:  our  productiv- 
ity, the  technical  services,  the  research  and  extension,  the  informa- 
tion base,  the  marketing  services,  the  whole  range  of  things  that 
have  provided  really  good  deal  for  the  United  States  consumer.  We 
are  recognized  for  that,  I  think,  around  the  world. 

But  I  have  to  say  that  I  do  not  believe  that  these  commodity  pro- 
grams have  contributed  one  bit  to  that  success.  I  think,  if  anything, 
they  have  hindered  agriculture  because  they  have  led  us  down  a 
regulatory  road.  Even  more  than  the  farm  programs  themselves, 
the  cloud  I  see  on  the  horizon  of  United  States  agriculture  is  the 
regulatory  agenda.  I  think  that  we  are  trying  to  micromanage 
farmers  far  too  much  in  many  areas,  and  it  gets  tied  in  with  the 
program  benefits.  I  just  believe  that  we  would  find  ourselves  better 
off  in  agriculture  if  we  could  move  away  from  that  whole  approach. 

Senator  ExoN.  I  have  struggled  and  struggled  and  struggled.  Dr. 
Gardner,  and  I  have  finally  found  an  area  of  agreement  between 
you  and  I.  That  basically  is  that  I  too  agree  with  you  that  the 
micromanagement  of  all  these  activities  have  gone  too  far.  A  lot  of 
the  environmental  things  have  gone  way  too  far.  I  think  those 
should  be  corrected. 

But  I  am  not  sure  that  those  are  going  to  be  adequately  corrected 
if  we  pursue  your  goal,  which  in  essence  would  destroy  the  com- 
modity support  programs  that  have  been  the  underljring  base  for 
survival  of,  maybe  not  the  corporate  farms,  but  the  average  small 
farmers  that  make  up  the  great  part  of  the  Midwest  food  producing 
plant,  and  the  small  communities  where  a  lot  of  people  live  and 
live  off  of  the  good  efforts  of  our  farmers. 

Mr.  Chairman,  thank  you  very  much. 

Chairman  DOMENICI  [presiding].  Thank  you.  Let  me  first  apolo- 
gize for  having  to  absent  myself,  but  I  will  spend  a  little  bit  of  time 
with  you  now,  if  I  may.  Senator,  what  does  your  time  look  like?  Do 
you  want  to  go  for  5  minutes  and  then  I  will  just  stay  and  wrap 
it  up? 

Senator  Conrad.  That  would  be  great. 

Chairman  Domenici.  Will  you  stay  to  5  minutes  if  I  do  that? 

Senator  Conrad.  You  bet.  Professor  Gardner,  I  must  say  your 
testimony  baffles  me.  You  say,  while  agriculture  programs  have 
been  subject  to  some  significant  cuts  since  1985,  outlay  reductions 
have  not  materialized.  That  is  your  testimony.  Professor  Gardner, 
the  facts  say  otherwise.  In  1986  program  spending  was  $26  billion; 
1987  it  was  $22.4  billion;  1988  it  was  $12.5  billion;  1989  it  was 
$10.5  billion;  1990  it  was  $6.5  billion.  I  do  not  know  where  you  are 
studying  your  math,  but  it  is  a  new  math  that  does  not  add  up 
frankly.  There  have  been  dramatic  reductions  that  have  material- 
ized. 

Beyond  that,  measured  against  the  gross  domestic  product,  we 
have  gone  from  ^Viooths  of  1  percent  of  gross  domestic  product  to 
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agriculture  to  this  year  ^^looths  and  we  are  headed,  if  CBO's  pro- 
jections are  correct,  to  booths.  A  dramatic  reduction  measured 
against  the  size  of  the  economy. 

You  said  in  your  testimony,  last  time  the  stabilization  services 
and  commodity  programs  were  put  to  a  real  test  was  in  the  1970's. 
You  must  have  forgotten  the  drought  of  1988  and  1989,  the  flood- 
ing of  1993.  The  best  estimates  are,  for  the  drought  alone,  the  fact 
that  we  had  a  reserve  saved  consumers  $40  billion  in  this  country; 
$40  billion.  John  Bloch,  former  Republican  Secretary  of  Agriculture 
said  in  the  Washington  Post, 

Farming  is  a  volatile  industry  in  which  weather  plays  a  great  role.  In  1987  our 
grain  supplies  stored  under  Government  loan  were  referred  to  as  a  surplus.  But 
with  the  drought  of  1988  that  surplus  miraculously  became  a  valuable  reserve. 

He  went  on  to  say, 

Even  the  most  adamant  critics  must  admit  that  our  farm  programs  played  a  role 
in  ensuring  abundance  in  times  of  national  emergency. 

Would  you  disagree  with  Secretary  Bloch's  assertion? 

Professor  Gardner.  Yes. 

Senator  CONRAD.  Well,  you  are  as  wrong  there  as  you  are  with 
respect  to  your  math  and  whether  or  not  there  have  been  real  re- 
ductions, I  guess.  Let  me  just  ask  you  this  question.  I  have  only 
got  5  minutes. 

Let  me  ask  you,  do  the  Europeans  support  their  producers  at 
higher  levels  than  we  do  or  lower  levels? 

Professor  Gardner.  I  would  say  about  double  the  level  of  ours. 

Senator  Conrad.  At  least  double  the  level.  You  are  talking  just 
Government  support.  I  would  include  higher  prices  that  their  con- 
sumers pay  as  well.  If  you  factor  that  in,  they  are  running  support 
for  their  producers  probably  four  to  eight  times  the  level  at  which 
we  support  ours.  Just  their  Government  support  is  double. 

Professor  Gardner.  But  we  have  some  of  that  non-Government 
support  too  in  sugar  and  peanuts  and  so  on,  where  we  do  not  have 
outlays  but  still 

Senator  Conrad.  But  modest.  I  think  you  would  agree,  Euro- 
peans pay  a  much  higher  percentage  of  their  income  for  food  than 
we  do.  Would  you  agree  with  that? 

Professor  Gardner.  Absolutely. 

Senator  Conrad.  More  than  double  what  we  pay  as  a  percentage 
of  our  income. 

Professor  Gardner.  Roughly  double. 

Chairman  DOMENICI.  You  all  agree  on  lots  of  things,  it  is  just  he 
thinks  it  is  all  irrelevant. 

Senator  Conrad.  I  would  say  it  is  very  relevant.  Here  is 
consumer  food  expenditures,  United  States  versus  the  world.  Here 
is  the  United  States.  This  is  food  consumed  at  home,  8  percent; 
France,  16  percent;  Germany,  19  percent;  Japan,  19  percent;  Italy, 
26  percent. 

The  point  is,  we  are  engaged  in  a  worldwide  battle  for  agricul- 
tural markets.  The  Europeans  understand  that.  And  as  near  as  I 
can  tell,  your  answer  is  we  abandon  our  producers  in  this  fight.  Let 
the  Europeans  support  their  producers.  Let  them  move  to  dominate 
world  markets.  But  we  will  just  sit  on  the  sidelines  and  hope. 

I  would  just  say  to  you  that  that  prescription  is  a  prescription 
that  says,  we  are  going  to  have  our  farmers  compete  not  only 
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against  the  French  producer  and  the  German  producer,  but  against 
the  French  government  and  the  German  government.  I  would  ask 
you,  do  you  advocate  unilateral  disarmament  broadly?  Do  you  ad- 
vocate that  in  military  as  well.  Professor  Gardner? 

Professor  Gardner.  As  I  responded  to  Senator  Exon  before,  I  do 
think  that  there  is  a  very  important  role  for  the  U.S.  Govern- 
ment— Mickey  Kantor,  the  U.S.  Department  of  Agriculture  and  oth- 
ers— to  combat  the  unfair  practices  and  the  unfair  competition  we 
face  from  other  countries  and  their  restrictions  on  our  exports.  I 
have  no  disagreement  with  you  at  all  on  that.  But  I  do  not  see  that 
as  tied  to  our  commodity  programs. 

Senator  Conrad.  But  do  not  the  European  commodity  pro- 
grams— what  is  the  purpose  of  their  programs?  I  would  say  to  you, 
the  purpose  is  very  clear.  They  are  out  there  supporting  their  pro- 
ducers at  higher  levels  than  we  are  for  a  purpose.  The  purpose  is 
to  encourage  surplus  production.  Production  they  then  dump  on  the 
world  market  at  fire  sale  prices  in  order  to  gain  market  share. 
Would  you  disagree? 

Professor  Gardner.  I  would  put  their  purpose  at  bit  differently. 
I  think  that  they  have  the  problem  that  if  they  tried  to  reduce  their 
support  of  agriculture  they  find  their  cities  are  blocked  up  with 
farmers  and  tractors.  It  is  a  political  problem  for  them. 

Senator  CONRAD.  You  do  not  think  there  is  an  economic  strategy? 

Professor  Gardner.  No. 

Senator  CoNRAD.  You  do  not  think  the  Europeans  are  pursuing 
world  market  dominance  in  agriculture? 

Professor  Gardner.  No;  I  believe  this:  that  in  order  to  satisfy  the 
political  pressures  of  Europe,  they  have  a  set  of  programs  that  en- 
ables them  not  to  be  able  to  control  production.  Once  they  have 
that  overproduction,  they  have  to  get  rid  of  it  somehow.  This  is 
what  they  do,  they  subsidize  and  dump  it  on  world  markets. 

Senator  Conrad.  I  would  just  say  to  you,  I  have  spent  hundreds 
of  hours  talking  to  the  Europeans.  I  think  they  have  got  a  clear 
strategy  and  plan  to  dominate  world  agriculture  markets  and  that 
plan  is  working  pretty  damn  well.  And  to  the  extent  we  neglect  to 
pay  attention  to  what  they  are  doing,  we  will  regret  it  deeply  in 
the  future. 

I  thank  the  Chairman  for  his  indulgence. 

Chairman  DOMENICI.  You  went  over  your  time. 

Senator  CONRAD.  Just  barely.  I  gave  you  5  minutes  earlier.  So 
now  you  owe  me  three. 

Chairman  DOMENICI.  I  just  want  to  ask  one  question  of  you.  Dr. 
Gardner.  Obviously,  you  understand  that  one  of  the  things  that 
goes  on  in  the  United  States  Senate,  and  I  think  our  founding  fa- 
thers expected  it.  We  represent  States  so  clearly  there  is  diversity 
of  interest — some  would  call  it  a  special  interest — to  be  concerned 
about  agriculture.  Obviously,  Senators  are  worried  about  it.  We 
have  some  Senators  on  this  committee  that  are  very  active  in  that 
area,  so  there  was  a  big  focus  of  attention  on  that.  We  greatly  ap- 
preciate your  coming  up  here  and  talking  with  us. 

You  have  indicated  in  your  testimony  that  the  enacted  legislation 
that  was  passed  to  reduce  the  CCC  spending  has  not  materialized 
as  compared  to  the  1990  baseline.  In  fact,  you  point  out  that  spend- 
ing has  actually  increased  when  compared  with  the  1990  baseline; 
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that  is,  the  expectation.  An  analysis  prepared  by  Senator  Lugar's 
Agriculture  Committee  staff  has  concluded  that  actual  spending 
has  increased  above  the  1990  baseline  instead  of  decreasing.  Csin 
you  elaborate  on  this  situation?  Is  that  what  you  are  talking  about 
when  you  say  the  savings  were  not  achieved? 

Professor  Gardner.  Yes;  I  would  say  with  respect  to  the  question 
of  comparison  with  the  1980's,  it  is  true  we  are  spending  less  than 
we  were  in  the  1980's.  But  to  say  that  that  means  we  have  a  de- 
cline, it  is  as  if  we  would  say  that  because  the  stock  market  is  not 
at  an  all-time  high,  we  are  in  a  period  of  declining  stock  prices. 
You  do  have  highs  and  lows.  We  are  spending  about  half  what  we 
were  in  1986.  We  are  spending  about  twice  what  we  were  in  1990. 
We  have  these  fluctuations. 

But  I  would  just  say  that  what  the  committee  ought  to  do  is  look 
at  the  long  term  trend.  In  real  terms  we  have  been  spending  $8 
to  $10  billion  a  year  on  farm  programs  with  a  slightly  rising  trend 
over  the  last  40  years.  That  is  one  thing  I  was  looking  at  when  I 
say  we  have  not  had  real  spending  cuts.  The  other  thing  is  the 
point  you  just  made  about  the  baseline  being  overshot. 

Chairmem  DOMENICI.  It  does  seem  to  me,  however,  in  the  graph 
of  this — it  is  very  dramatic — CBO's  1990  CCC  baseline  versus  ac- 
tual. I  do  not  know  if  you  have  ever  seen  that.  See  the  spike? 

Professor  Gardner.  Yes. 

Chairman  Domenici.  Essentially,  while  all  of  the  actual  is  above 
the  expected,  there  is  one  giant  spike  that  goes  up  to  16  when  it 
was  expected  to  be  9.  There  must  be  some  reason  for  that. 

Professor  Gardner.  Oh,  yes. 

Chairman  Domenici.  What  is  that? 

Professor  Gardner.  Partly  it  is  the  large  crops  in  1992  giving 
low  commodity  prices.  Then  the  other  main  thing  that  goes  through 
these  years  is  the  disaster  pa5rments.  We  had  over  these  3  years, 
I  think,  about  $3.5  billion  in  disaster  payments.  They  make  a  big 
difference.  I  believe  there  are  a  lot  of  those  in  1993.  But  also,  be- 
cause the  commodity  prices — remember,  in  1992  we  had  very  large 
crops,  low  prices,  affecting  the  payments  in  the  following  year. 
Then  spending  came  back  down  in  1994  because  of  the  floods  in 
1993;  so  we  had  smaller  crops  and  high  prices  and  spending  came 
back  down. 

Chairman  Domenici.  I  wonder  if  we  might  make  this  chart  a 
part  of  the  record  at  this  point. 

[The  chart  of  Senator  Domenici  follows:] 
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CBO  1990  CCC  Baseline  VS  Actual 


•  I— i- 


Chairman  Domenici.  I  have  a  couple  more  questions.  Do  you 
have  some  questions,  Senator  Abraham? 

Senator  Abraham.  Yes. 

Chairman  DOMENICI.  Why  do  you  not  proceed? 

Senator  Abraham.  Thank  you,  Mr.  Chairman.  I  apologize  to  the 
panel.  I  have  had  to  keep  exiting  and  re-entering  here,  so  I  hope 
the  questions  that  I  have  here  are  not  ones  that  have  already  been 
asked  in  the  interim. 

I  wanted  to  ask  Mr.  Piper,  with  respect  to  the  Wisconsin  experi- 
ence, and  as  the  chart  seems  to  indicate  your  ability  to  bring  down 
some  of  the  growth  in  medicaid  funding,  do  you  think  that  that 
rate  of  growth  could  even  be  further  reduced  if  you  were  given 
more  flexibility  with  regard  to  the  administration  of  your  medicaid 
programs  in  the  State? 

Mr.  Piper.  I  think  there  is  no  doubt  about  it.  Senator.  Up  to  now 
that  decade  of  experience  that  I  spoke  of  has  been  a  long  haul.  It 
is  very,  very  difficult  to  work  within  the  structure  that  is  estab- 
lished, and  the  sheer  weight  of  provisions  that  have  been  added 
over  time  to  Title  XIX  of  the  Social  Security  Act.  It  is  very  difficult 
to  get  up  to  this  point. 

So  if  the  flexibility  were  to  occur  and  States  were  able,  for  exam- 
ple, to  enroll  on  a  mandatory  basis  medicaid  recipients  without 
waivers,  without  having  to  go  through  a  gauntlet  of  process  and  pa- 
perwork which  really  does  not  relate  to  substantive  outcomes  at  all, 
if  we  were  able  to  do  that  I  am  sure  that  States  like  Wisconsin  and 
others,  like  your  State,  would  be  able  to  succeed  even  further. 

Senator  Abraham.  Do  you  have  any  sense  of  what  you  think  the 
reductions  might  be  if  that  type  of  system  were  implemented? 

Mr.  Piper.  We  have  already  been  able  to  see  on  a  per  capita 
basis  in  specialized  populations,  by  either  managed  care  or  other 
types  of  privatization,  other  sort  of  private  sector  approaches,  we 
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have  been  able  to  dramatically  lower  specific  areas  of  the  program. 
Recently  we  were  able,  by  adopting  a  different  method  of  pajdng 
and  forcing  more  out  to  local  home  health  agencies  we  were  able 
to  drop  by  about  60  percent  the  cost  of  home  care  without  any  ap- 
preciable drop  in  actual  delivery  or  available  services. 

So  there  are  a  variety  of  different  areas,  and  I  can  give  you  plen- 
ty of  examples  that  are  either  service-specific  or  category  of  eligi- 
ble-specific; that  is,  the  disabled  or  the  elderly,  that  we  have  been 
able  to  focus  in  on.  So  there  is  a  variety  of  tools  at  our  disposal 
in  terms  of  what  is  out  there  in  the  private  sector  and  what  States 
can  leverage,  but  we  are  not  able  to  get  at  all  of  those. 

And  because  of  the  processes  and  because  of  the  lack  of  flexibil- 
ity, it  takes  a  tremendous  amount  of  planning.  It  c£in  take  3  or  4 
years  of  planning  and  interaction  with  the  Federal  Government  be- 
fore you  are  even  able  to  get  to  the  point  where  you  are  spending 
maybe  1  year  in  implementing  an  actual  reform. 

Senator  Abraham.  One  of  the  things  as  you  know  we  have  been 
talking  about  here  in  the  whole  context  of  reforming  the  Welfare 
System  is  the  notion  of  block  granting  programs,  and  obviously 
your  governor  is  a  proponent  of  that  approach.  I  have  been  wonder- 
ing and  I  would  like  your  thoughts,  the  Medicaid  Program  is  not 
normally  a  program  that  is  included  in  that  debate.  It  is  some  of 
the  other  programs,  some  of  the  nutrition  programs,  some  of  the 
training  programs  and  so  on. 

But  I  was  wondering,  in  light  of  your  experience  having  adminis- 
tered this  program,  would  you  suggest  that  we  consider  including 
medicaid  as  well  in  this  approach? 

Mr.  Piper.  I  think  you  certainly  should  consider  that  approach. 
It  is  predicated  on  a  couple  of  thoughts.  One  is  that  it  has  to  be 
based  on  significant  flexibility.  That  is,  taking  Title  XIX,  taking  the 
Code  of  Federal  Regulations  and  dropping  that  down  to  something 
comparable  to  the  length  of  my  testimony  rather  than  thousands 
of  pages  of  process  and  paperwork.  That  would  be  absolutely  essen- 
tial in  order  to  make  it  happen.  Also  States  would  need  a  certain 
amount  of  time  in  order  to  adjust  for  that. 

But  I  think  that  type  approach  could  generate  significant  sav- 
ings. The  whole  concept  is  to  give  it  over  to  the  States.  The  Federal 
Government  has  tried  for  nearly  30  years  to  run  medicaid  from 
afar,  and  despite  the  fact  that  there  is  a  lot  of  very  bright  people 
and  very  energetic  people  working  in  Federal  service  trying  to  do 
that,  it  cannot  be  done.  It  is  not  a  possible  task.  So  the  States  are 
the  locus  of  success  here  and  we  need  to  be  able  to  leverage  that. 

Senator  Abraham.  One  of  the  reasons  that  it  appeals  to  me  to 
be  considered  is  that  it  seems  as  if  we  block  grant  one  section  of 
programs  and  retain  control  over  another  section  that,  at  least  it 
would  be  my  sense  that  at  the  State  level  where  the  rubber  meets 
the  road  and  the  caseworkers  are  under  tremendous  pressure  obvi- 
ously from  the  State  administrators  and  their  socisJ  services  de- 
partments and  so  on,  the  inclination  certainly  has  to  be  to  try  to 
maybe  shift  costs  to  the  programs  that  are  controlled  in  Washing- 
ton and  to  try  to  limit  the  costs  that  are  run  up  on  the  programs 
that  are  under  the  block  grant  that  the  State  is  in  charge  of.  So 
it  seems  to  me  that  that  just  has  to  be  examined  as  we  consider 
this  whole  approach  of  block  granting. 
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My  time  is  up,  but  I  thank  all  the  panel.  I  £im  sorry  I  was  not 
able  to  be  part  of  the  whole  hearing  here.  Thank  you,  Mr.  Chair- 
mEui. 

Chairman  DOMENICI.  If  you  have  some  additional,  you  go  right 
ahead. 

Senator  Abraham.  I  will  yield  back  to  you. 

Chairman  DOMENICI.  First,  let  me  just  ask  you,  Ms.  Moon.  I  was 
not  here  when  you  testified  nor  for  the  questions.  But  would  it  be 
fair  to  categorize  your  testimony  as  saying,  on  medicare  and  medic- 
aid changes,  reforms  that  are  supposed  to  save  substantial 
amounts  of  money,  that  you  would  be  urging  that  we  go  slow?  Is 
that  a  fair  statement,  or  how  would  you  categorize  your  beliefs? 

Ms.  Moon.  I  would  categorize  my  statement  in  different  terms 
for  medicare  and  medicEiid.  For  medicare  I  would  say  that  there  are 
some  interim  things  that  could  be  done  to  save  some  resources 
while  working  to  move  more  in  the  direction  of  managed  care  or 
some  similar  kind  of  delivery  system  change. 

In  addition  to  managed  care,  it  would  be  very  useful  for  a  lot  of 
attention  to  management  of  high  cost  cases,  which  is  not  an  area 
that  HMOs  have  been  particularly  strong  in  but  one  that  is  really 
necessary  for  this  population.  There  are  some  creative  things  that 
ought  to  be  thought  about  and  pursued  in  this  area. 

I  have  concerns,  for  example,  with  some  of  the  risks  of  moving 
too  rapidly  to  put  people  into  managed  care  plans  in  medicare 
when  we  do  not  know  how  to  risk  adjust,  and  we  do  not  know  how 
to  do  things  needed  to  protect  the  beneficiaries  and  protect  the  pro- 
gram. 

In  the  case  of  medicaid,  additional  flexibility  is  a  legitimate  goal 
and  effect  to  move  further  in  the  managed  care  area  is  a  reason- 
able way  to  go.  But  in  looking  at  the  reasons  for  medicaid's  growth 
over  time,  it  is  not  going  to  be  as  easy  to  cut  back  as  people  tend 
to  think  it  is. 

One  of  the  real  difficulties  in  doing  something  like  block  granting 
medicaid  is  to  find  the  right  mechanism  for  allocating  dollars  to 
each  State.  There  are  some  States  in  which  the  Medicaid  Program 
has  struggled  over  time  to  try  to  expand  services  to  the  population 
and  would  like  to  have  spent  more.  Inequities  across  the  program 
have  not  been  solved  by  the  Federal  Government  with  matching 
rates,  so  perhaps  block  grants  are  appropriate. 

But  it  will  matter  a  lot  whether  you  just  begin  with  what  the 
Federal  Government  now  pays,  for  example,  and  give  States  95 
percent,  or  105  percent.  You  will  lock  in  place,  if  you  do  that,  enor- 
mous inequities  across  the  States  and  I  think  that  is  a  major  issue 
there. 

Chairman  DOMENICI.  I  just  wanted  to  iterate  where  my  head  is. 
While  I  am  quite  sure  that  this  is  not  an  easy  chore,  I  think  we 
owe  it  to  our  senior  citizens  to  be  honest  with  reference  to  medi- 
care. That  fund  is  going  to  be  broke  and  we  ought  to  try  to  fix  it. 
I  do  not  think  we  are  going  to  be  able  to  say  to  them,  the  working 
people  of  today  are  going  to  just  pay  more  into  hospitalization.  I 
do  not  think  that  is  going  to  happen. 

So  in  order  to  fix  it,  it  is  a  different  issue  than  trying  to  save 
money  to  put  against  the  budget.  Obviously,  it  is  growing  at  an 
enormously  rapid  pace  in  addition  to  the  new  caseload.  I  think  you 
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were  here  when  I  gave  the  current  CBO  estimate  that  of  that 
growth,  100  percent  of  growth,  only  11  percent  is  due  to  new  addi- 
tions to  the  system.  So  whenever  somebody  raises  that,  you  can 
give  them  that  and  then  say,  where  is  the  rest  of  it?  Clearly,  I  do 
not  think  we  can  afford  that. 

So  I  would  take  both  approaches  and  say,  we  had  better  do  some 
innovative  things  and  we  had  better  do  them  as  quickly  as  possible 
in  order  to  save  the  fund.  But  I  would  also  say,  I  think  seniors, 
when  they  are  informed  of  all  of  this,  have  a  real  role  to  play  in 
getting  the  deficit  down  for  the  next  generation  of  people.  If  this 
deficit  continues — we  will  do  more  on  that  later  in  terms  of  where 
it  is  going  to  go. 

But  we  are  already  suggesting,  one  of  the  President's  budgets  is 
suggesting  that  young  people  of  the  future  are  going  to  be  pajdng 
an  82  percent  marginal  tax  rate  to  sustain  the  budget  flows  we 
have  got  now.  I  think  the  system  stops  working  then,  or  it  takes 
just  a  little  while,  maybe  one  generation  of  young  people  to  say  it 
is  not  worth  it  and  we  have  a  very  serious  problem  in  our  country. 
So  I  think  they  would  want  to  join  with  us  in  trying  to  fix  the  sys- 
tem. 

I  guess  my  concern  would  be,  if  you  move  from  the  current  sys- 
tem, which  is  fee-for-service  or  indemnity,  are  we  ready  to  say  that 
85  percent  could  go  into  these  other  systems?  Is  it  50?  Is  it  20?  We 
have  heard  some  limitations  spoken  from  the  witness  table  that 
there  may  not  be  delivery  systems  of  a  managed  care  kind  in  cer- 
tain parts  of  the  country. 

But  having  said  that,  would  you  just  quickly  comment  on  what 
I  have  just  described  from  the  standpoint  of  your  research  and  your 
efforts? 

Ms.  Moon.  I  think  you  are  right  that  we  do  a  dis-service  to  the 
future  of  the  program  to  say  there  should  be  no  changes  or  no  cuts. 
I  also,  however,believe  that  while  managed  care  has  a  lot  of  prom- 
ise, I  would  like  to  see  it  done  right  rather  than  done  precipitously. 
There  is  enough  time,  in  terms  of  protecting  the  Part  A  Trust 
Fund,  with  some  other  moderate  changes,  such  as  requiring  some 
additional  contributions  fi*om  beneficiaries  and  modestly  cutting 
payments  to  providers,  while  we  take  the  time  to  ensure  that  we 
figure  out,  for  example,  how  to  pay  HMOs  on  behalf  of  individuals 
so  that  not  only  does  medicare  save  some  money,  but  that  there 
will  not  be  a  problem  with  discrimination  against  the  sickest  and 
the  frailest  of  our  population.  That  is  going  to  take  some  doing. 

Some  of  the  promising  things  that  are  happening  in  the  private 
sector  and  in  medicaid  will  be  useful  in  pointing  the  way.  But  I  do 
believe  that  medicare  cannot  move  on  quite  as  fast  a  track.  You  are 
absolutely  right,  to  keep  in  mind  the  problems  of  the  Part  A  Trust 
Fund,  and  the  fact  that  over  time  there  simply  has  to  be  a  slower 
rate  of  growth  in  medicare. 

Chairman  DOMENICI.  Mr.  Piper,  thank  you  very  much  for  bring- 
ing the  evidence  of  a  successful  program  managed  by  your  State, 
particular  accolades  to  your  governor,  and  I  extend  them  here 
today  and  we  will  be  hearing  more  from  him. 

Mr.  Piper.  Thank  you,  Mr.  Chairman. 

Chairman  DOMENICI.  So  historically,  we  are  all  aware  that  med- 
icaid has  grown  very  rapidly.  Between  1970  and  1994,  medicaid 
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grew  at  an  average  annual  rate  of  15  percent,  15.2  percent.  Noth- 
ing in  Government  could  be  sustained  at  that  rate.  If  you  had  all 
of  Government  doing  that  you  would  probably  have  a  broken  down 
fiscal  policy  in  4  years,  5  years.  In  real  terms,  that  is  a  9.2  percent 
annual  rate  of  growth.  That  is  enormous. 

According  to  your  testimony,  however,  the  State  of  Wisconsin  has 
experienced  significantly  lower  cost  growth  than  historical  medic- 
aid growth.  Do  you  expect  medicaid  ever  to  resume  the  kind  of  his- 
toric growth,  15  percent  each  year,  in  your  State? 

Mr.  Piper.  No;  the  mechanisms  that  we  have  in  place  and  that 
we  continue  to  add  are  only  going  to  slow  the  existing  growth  rate 
even  further.  So  the  capacity  that  is  being  built  in  Wisconsin,  as 
well  as  in  other  States,  Michigan  and  others,  is  just  going  to  lead 
to  slow  that,  not  only  in  terms  of  base  savings,  but  also  on  a  per 
capita  basis.  After  a  certain  point,  of  course,  we  will  hit  a  satura- 
tion. And  we  also  need  to  focus  in  on  value  for  the  dollars  that  we 
are  spending.  But  there  is  a  variety  of  mechanisms  that  are  suc- 
cessful and  States  are  pursuing  those. 

Chairman  DoMENici.  Now  let  me  ask  you,  do  you  have  a  mecha- 
nism— you  have  some  flexibility  because  you  have  been  granted  a 
waiver;  is  that  right? 

Mr.  Piper.  Yes;  we  have  waivers  under  1915  of  the  Social  Secu- 
rity Act  for  HMOs.  That  has  been  our  primary  focus  rather  than 
the  research  and  demonstration  that  other  States  have  tried. 

Chairman  DOMENICI.  So  even  there  you  could  use  more  flexibil- 
ity? 

Mr.  Piper.  Yes;  what  we  need  is  flexibility — first  of  all,  the  waiv- 
er process  is  not  particularly  useful  in  amd  of  itself  But  also,  we 
need  the  flexibility  in  order  to  expand  to  other  populations,  to  use 
other  types  of  managed  care  delivery  systems  in  addition  to  iust 
HMOs. 

Chairman  DOMENICI.  Now  given  the  appropriate  additional  flexi- 
bility which  is  obviously  being  contemplated  in  the  block  grant  ap- 
proach that  your  governor  espouses  and  that  many  are  working  on, 
can  the  State  of  Wisconsin  control  medicaid  costs  in  your  opinion 
and  reduce  them  further? 

Mr.  Piper,  yes;  no  question  about  it. 

Chairman  DOMENICI.  Now  when  you  speak  of  flexibiHty,  could 
you  just  quickly  tell  us  what  that  means?  What  is  flexibihty?  What 
is  it  and  what  it  gives  you. 

Mr.  Piper.  One  is,  in  looking  at,  just  from  a  layman's  perspec- 
tive, anybody  looking  at  Title  XIX  of  the  Social  Security  Act  you 
can  see  that  medicaid  is  the  single  most  complex  social  program 
ever  created  in  the  history  of  the  earth.  Just  by  looking  at  it,  it  is 
extraordinarily  difficult  to  manage.  Whether  that  is  as  a  medicaid 
director  or  if  you  are  HCFA.  It  is  just  very,  very  difficult. 

The  sheer  weight  and  magnitude  of  everything  that  has  been 
added,  OBRA  after  OBRA  that  has  been  added  to  that  process  is 
just  unimaginable.  So  that  has  to  be  pulled  back  and  pulled  back 
significantly. 

The  second  thing  is  that  we  have  to  look  at  States  being  ulti- 
mately accountable  to  the  people,  ultimately  being  able  to  do  the 
right  thing,  being  capable  of  doing  the  right  thing  in  not  only  con- 
trolling costs  but  improving  access  and  quality  through  managed 
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care.  The  States  need  to  be  able  to  adjust,  as  we  call  it,  a  State 
plan  option,  to  work  with  HMOs  or  integrated  service  networks  or 
PPOs  across  the  populations.  Each  State  is  going  to  be  different, 
so  the  flexibility  is  going  to  have  to  be  a  very  wide  band  width  of 
options  that  are  available  to  the  States  in  terms  of  delivery  sys- 
tems, in  terms  of  quality  assurance  mechanisms,  because  each 
State  is  going  to  have  to  focus  on  different  aspects.  And  avoiding 
the  instinct  that  occurred  in  the  1980's,  which  was  to  add  more 
weight  to  the  system,  more  weight  to  the  inertia  of  reform. 

Chairman  Domenici.  I  might  ask  you,  while  it  might  not  be  our 
business,  I  would  think  it  would  be  your  business  to  evaluate  the 
effectiveness  of  a  program  that  is  costing  less  and  being  managed 
in  a  different  way.  And  I  would  assume  that  while  it  is  not  a  long- 
standing program  that  you  would  be  able  to  tell  the  Congress,  and 
I  hope  you  will,  that  you  are  confident  that  if  you  are  looking  at 
the  same  population,  which  may  not  be  the  case  all  the  time,  but 
the  same  population  covered  before  when  totally  Federal  and  in- 
demnification, that  they  are  getting  as  good  a  service  as  they  were 
getting  before  and  that  the  health  delivery  system  for  them  is  as 
adequate  as  it  was  before. 

Mr.  Piper.  In  fact,  Mr.  Chairman,  it  is  far  better,  almost  across 
the  board,  particularly  in  primary  care  and  acute  care  delivery, 
whether  that  is  for  pregnant  women,  infants,  children.  The  quality 
of  care  and  the  accessibility  of  care  in  the  HMOs  is  superior  to  the 
traditional  fee-for-service  system.  We  work  very,  very  hard  in  col- 
lecting that  information.  We  disseminate  it  widely,  to  the  advo- 
cates, to  the  community-based  organizations,  and  create  a  dialogue 
to  discuss  areas  that  need  to  be  improved. 

But  across  the  board,  specifically  in  primary  and  acute  care  for 
those  populations,  the  access  and  quality  is  significantly  better. 
There  is  a  variety  of  indicators  that  we  follow  to  track  that. 

Now  that  is  to  say  it  is  better.  But  we  also  expect  it  to  be  better. 
Those  are  our  contractors.  Those  HMOs  are  accountable,  to  me  in 
this  case,  and  to  our  governor,  of  improving.  We  are  giving  them 
money  to  accomplish  better  performance. 

Chairman  DOMENICI.  In  that  process,  do  you  have  a  mechanism 
for  garnering  the  input  of  the  patients  or  the  citizens  who  are  being 
treated? 

Mr.  Piper.  Yes;  we  have,  for  instance,  in  Milwaukee  we  have 
what  we  call  a  managed  care  forum  where  advocates,  recipients, 
local  providers,  federally  qualified  health  centers,  all  of  the  partici- 
pants share,  discuss  information,  hammer  out  issues,  kick  around 
solutions.  So  that  it  not  only  builds  up  the  credibility  but  we  are 
able — so  that  the  HMOs,  for  instance,  can  learn  how  to  reach  dif- 
ferent populations.  They  can  learn  from  the  women's  center  how  to 
handle  domestic  violence,  for  example.  Then  the  women's  center 
can  understand  how  to  leverage  the  HMO's  network  in  order  to  de- 
liver care  for  their  members. 

So  there  is  a  variety  of  information  sharing  that  we  use  to — 
again,  in  this  sort  of  continuous  quality  improvement  approach. 

Chairman  DOMENICI.  We  at  least  had  some  inference  by  a  couple 
of  witnesses  and  a  couple  of  Senators  that  maybe  this  approach 
does  not  work  very  well  in  rural  areas.  I  know  the  ranking  member 
and  I  both  have — a  great  deal  of  our  delivery  system  is  rural.  Could 
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you  give  us  your  opinion  on  whether  HMO-type  managed  care  is 
working  in  rural  areas? 

Mr.  Piper.  Mr.  Chairman,  the  marketplace  is  changing  very  fast. 
I  remember  a  couple  of  years  ago,  we  have  a  small  county  that  has 
maybe  15,000  people.  It  is  all  rural.  And  I  found  out  that  three 
HMOs  were  fighting  over  that  territory.  So  when  things  like  that 
happen,  you  know  that  things  are  changing. 

The  second  thing  is  that  it  is  not  just  HMOs.  It  is  integrated 
service  networks.  It  is  consortia.  It  is  partnerships  with  the  hos- 
pitals and  the  clinics  and  so  forth.  So  that  the  key,  again  back  to 
this  flexibility  issue,  is  to  allow  States  the  flexibility  to  go  and  de- 
velop and  foster  different  types  of  network  that  may  be  different. 
It  may  be  different  in  one  part  of  a  State  or  with  one  State  versus 
another.  So  you  need  to  have  that  band  width  of  different  private 
sector  approaches.  You  also  need  a  State  that  is  going  to  hold  those 
approaches  accountable. 

Chairman  DOMENICI.  I  had  a  group  in  my  office  not  too  long  ago 
that  had  taken  eight  rural  hospitals,  pulled  them  together  with  a 
board  of  directors  for  all  eight,  and  then  they  started  decided  what 
they  would  be  board  of  directors  over,  because  they  were  not  going 
to  run  the  hospitals,  but  they  were  going  to  try  to  run  something 
in  a  homogeneous  manner.  They  gave  us  great  examples  of  how 
they  were  doing  it.  But  then  they  said,  if  you  go  to  managed  care, 
make  sure  you  give  entities  like  ours  to  be  the  managed  care  deliv- 
erer, the  entity  that  bids  on  it,  the  HMO. 

Now  I  think  they  are  saying,  we  can  do  it  as  cheap  as  anyone. 
We  can  do  it  better  because  that  is  where  we  live  and  work  and 
we  do  not  have  anjrthing  skimmed  off  the  top  to  go  anjrwhere  else. 
Give  me  your  thoughts  about  those  people  telling  me  that  and  your 
experience. 

Mr.  Piper.  I  think  they  are  right.  I  think  you  need  to  be  able  to 
allow  a  variety  of  different  players  to  come  up  to  the  table  with  dif- 
ferent solutions  and  how  to  make  it  work.  In  our  program,  we  actu- 
ally have  providers  complain  when  a  particular  area  is  not  man- 
aged care.  They  actually  want  it.  Even  though  they  may  have  to 
deal  with  an  HMO  or  a  network,  they  know  that  they  are  going  to 
have  less  paperwork  and  better  reimbursement,  and  that  they  are 
going  to  be  able  to  manage  the  care  on  a  local  basis. 

Chairman  DOMENICI.  Last  question  has  to  do  with  the  fact  that 
we  have  to  constantly  remind  people  and  the  public  that  a  substan- 
tial portion  of  medicaid  is  long  term  care  services — in  fact,  the  only 
program  for  long  term  care  for  the  poor,  and  there  is  none  for  the 
non-poor  actually  that  is  governmental — is  this  program,  medicaid. 
I  guess  I  will  give  you  the  National  figure;  it  might  not  be  yours. 
But  staff  tells  me  35  percent  of  the  medicaid  spending  is  for  long 
term  care,  nursing  homes  and  the  like. 

What  is  the  State  of  Wisconsin  doing  to  control  long  term  care 
cost,  if  anything?  And  is  there  anything  in  the  flexibility  vein  of 
things  that  might  help  with  that? 

Mr.  Piper.  Yes;  we  have  got  a  variety  of  different  initiatives 
going  on.  One  of  the  reasons  why  the  long  term  care  piece,  which 
is  if  you  include  community-based  long  term  care  in  Wisconsin  is 
about  half  of  Wisconsin  medicaid.  The  reason  why  it  is  higher  is 
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that  our  community-based  programs  are  much  broader  than  the 
typical  State. 

So  the  home  and  community-based  waiver  types  of  approaches, 
which  again  are  waiver  programs,  need  to  be  options  available  to 
the  States  to  be  able  to  contract  as  alternatives  to  nursing  home 
services,  contract  with  community  organizations  to  provide,  or 
home  health  agencies  to  provide  care  for  the  poor  in  their  homes. 

There  is  also  the  dynamic  in  terms  of  long  term  care  in  medicaid 
of  not  just  the  elderly  but  also  children.  There  is  an  increasing 
number  of  children.  The  elderly,  the  disabled,  and  those  disabled 
children  in  Wisconsin  which  account  for  about  10  percent  of  our 
program  overall  in  terms  of  eligibles,  those  high  cost  folks  account 
for  71  percent  of  the  dollars  that  we  spent. 

So  in  order  to  come  up  with  long  term  options,  States  need  to  be 
able  to  look  to  the  community,  which  is  not  always  the  best  solu- 
tion. It  is  not  always  the  most  cost  effective.  Need  to  be  able  to  also 
look  to  the  institutional  providers,  the  hospitals. 

Then  an  emerging  market  which  medicaid  needs  to  adapt  to  is 
the  transition  between.  There  has  been  home  health  agencies  that 
have  established  and  grew  up  very  quickly  over  the  last  15  years. 
Then  of  course,  the  nursing  home  industry  has  been  around  for  a 
long  time.  But  there  is  residential  sort  of  facilities,  quasi-nursing 
homes,  quasi-home  health  organizations  that  are  filling  the  gap  in 
between.  Medicaid  programs  need  to  have  the  flexibility  to  be  able 
to  contract  with  those  agencies  for  those  people  that  may  not  be 
able  to  live  in  their  home,  or  may  not  be  able  to  live  in  their  home 
constantly  without  any  assistance.  But  they  also  do  not  need  to  be 
admitted  to  a  nursing  home  either. 

Chairman  DOMENICI.  Just  a  final  wrap-up  observation.  Ms. 
Moon,  I  greatly  appreciate  your  efforts  to  summarize  what  you 
thought  in  just  a  couple  of  minutes.  That  is  not  necessarily  fair,  so 
I  will  tell  you,  I  will  read  your  testimony.  I  have  not  yet,  so  I  will. 

Let  me  suggest  that  there  seems  to  be  two  approaches  now  to  re- 
straining the  increased  costs  in  medicare.  One  would  be  epitomized 
by  the  President's  proposals  of  the  year  before  last  £ind  last  year. 
How  many  billions  in  medicare  savings  that  would  go  into  health 
care  reform?  The  President  suggested  $120  billion  in  reductions. 
But  they  were  all  targeted  and  directed  at  trying  to  shave  the  pro- 
vider here  or  there  so  we  could  say  to  the  recipient,  we  cut  the  doc- 
tor and  the  hospital  but  we  did  not  affect  you.  That  is  one  way. 

We  have  been  doing  that  regularly.  Everybody  knows  that.  That 
has  just  shifted  the  cost  dramatically  in  society  and  essentially  has 
made  HMO  and  managed  competition  rather  irrelevant  because 
unless  you  allow  them  to  change  the  delivery  system,  you  are  not 
going  to  get  to  the  problem.  So  the  other  way  would  be  to  start  the 
transition  towards  changing  the  system. 

I  opt  now  unequivocally  for  the  latter.  If  we  can  take  some  of  the 
former  along  with  it,  it  is  great.  But  I  think  we  have  got  to  get 
started  moving  in  the  direction  of  allowing  reform  in  both  programs 
to  take  place  as  rapidly  as  possible. 

But  I  might  ask,  when  you  commented  on  that  you  said  that  we 
ought  to  perhaps  wait  a  while  on  one  of  these  programs  and  in  the 
meantime  make  some  cost  savings.  Were  you  thinking  of  the  same 
kind  of  cost  savings  we  have  been  doing? 
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Ms.  Moon.  If  you  are  going  to  wait  before  you  make  broader 
changes,  we  need  to  consider  the  more  traditional  options  that  peo- 
ple talk  about. 

I  think  that  there  is  going  to  need  to  be  a  lot  of  education  of  this 
patient  population  to  encourage  them  to  be  enthusiastic  about 
managed  care.  Managed  care  is  something  that  scares  a  lot  of  sen- 
iors and  disabled  persons,  and  in  some  cases  rightfully  so.  If  people 
who  have  a  lot  of  medical  problems  are  put  into  HMOs  that  do  not 
have  good  access  to  specialists,  there  will  be  problems.  Managed 
care  for  those  folks  may  need  to  be  quite  different  than  managed 
care  that  treats  a  healthy  population. 

There  is  some  real  opportunity  for  creative  work  in  this  area,  but 
if  you  put  people  in  the  managed  care  prematurely,  they  will  hate 
it,  they  will  have  bad  experiences,  and  it  will  be  even  more  difficult 
to  move  further  in  that  direction  in  the  future.  That  is  essentially 
why,  in  looking  at  an  array  of  not  very  pleasant  options,  what  it 
is  probably  reasonable  to  do  is  say,  we  are  going  to  have  to  ask 
some  additional  contributions  from  beneficiaries  now  and  from  pro- 
viders, and  then  move  as  quickly  as  we  can  to  find  other  ways  to 
truly  manage  care. 

Managed  care  is  a  very  potentially  positive  thing  for  seniors  if 
what  it  really  means  is  someone  to  act  as  an  advocate  on  their  be- 
half, to  help  them  find  good  care,  to  help  them  find  the  right  co- 
ordination, to  help  them  manage  very  complicated  care.  But  if  they 
believe  they  are  being  put  into  these  systems  instead  to  discourage 
them  from  getting  the  care  they  need,  they  will  resist  it  all  the  way 
and  we  will  have  a  major  problem. 

Chairman  DOMENICI.  Senator  Exon,  I  am  going  to  yield  to  you 
and  just  raise  an  issue  that  I  do  not  quite  know  how  we  would  get 
evidence  of.  But  one  governor  suggested  at  a  meeting,  a  national 
governors  meeting,  one  of  the  governors  suggested  that  the  issue 
of  continual  certification  of  the  population  that  is  entitled  to  either 
welfare  or  the  medical  care  attendant  welfare — that  is,  you  have 
got  300,000  people  on  that  in  a  big  State.  One  governor  suggested 
that  at  a  point  in  time  when  the  State  had  control  of  the  program, 
they  went  through  and  had  everybody  recertified  that  they  were  el- 
igible. Not  overnight,  but  in  a  graduated  way.  But  every  one  of 
those  300,000  would  go  through  and  show  that  they  were  still  enti- 
tled. 

Now  that  may  sound  like  nothing  because  one  would  assume 
anybody  getting  these  payments  would  be  entitled  to  it.  But  it 
turned  out  in  that  case,  my  recollection  is  that  one  governor  said 
in  that  process  25  percent  did  not  even  show  up  to  get  recertified. 
They  gave  them  all  the  opportunity  in  the  world.  They  went  out 
and  put  it  on  TV,  put  it  everywhere.  But  that  recertification,  25 
percent  did  not. 

Now  I  do  not  know  what  that  means,  but  I  think  one  way  of  as- 
sessing is  that  there  are  a  lot  of  people  that  remain  on  programs 
that  should  not  be. 

Ms.  Moon.  Could  I  respond? 

Chairman  DoMENici.  Let  me  just  finish  this  and  I  will  be  glad 
to  let  you.  I  think  the  American  people  really  want  us,  as  part  of 
welfare  reform  and  medicaid  reform,  is  to  make  sure  that  the  sys- 
tem is  not  being  cheated.  That  is  a  big  part  of  what  Americans  are 
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sajdng  when  they  say,  let  us  reform  this.  I  just  wonder  if  anybody 
has  any  experience  in  this  or  whether  we  could  get  somebody  to 
talk  about  it  besides  that  one  governor  that  might  elucidate  where 
we  are  really  going  to  be  if  we  reform  this  and  give  it  over  to  the 
States. 

I  will  ask  each  of  you  to  comment  and  that  is  the  end  of  my  ques- 
tions for  today.  Go  ahead,  Ms.  Moon. 

Ms.  Moon.  I  think  there  is  considerable  evidence  that  incomes 
of  people  in  the  moderate  income  and  low  income  range  fluctuate 
a  lot,  from  month  to  month  in  many  cases.  So  they  are  likely  to 
go  in  and  out  of  eligibility.  You  do  not  want  people  going  in  and 
out  of  HMOs  on  a  month-to-month  basis. 

There  needs  to  be  a  balance.  It  is  quite  right  that  there  are  often 
people  who  become  ineligible  because  their  incomes  bump  up.  But 
unfortunately,  sometimes  they  bump  right  back  down  in  another 
month  or  two. 

This  is  going  to  be  one  of  those  tough  questions  of  sorting  out 
how  much  fluctuation  to  allow  in  this  population  versus  how  much 
you  want  to  provide  some  continuity  of  care.  This  problem  is  going 
to  always  be  there  when  you  have  an  income  line  that  says,  if  you 
are  below  this  by  $1  dollar,  you  are  in;  if  you  above  this  by  $1  dol- 
lar, you  are  out. 

Over  time  when  people  start  to  think  about,  again,  what  we 
might  do  in  the  health  care  world,  questions  about  buying  into  a 
program  might  be  more  relevant  because  that  would  allow  people 
to  get  continuity  of  care,  make  contributions,  but  not  just  be  either 
in  or  out  of  the  program. 

Chairman  DoMENici.  Did  you  have  any  comments,  Mr.  Piper? 

Mr.  Piper.  Mr.  Chairman,  reforming  welfare  and  reforming  med- 
icaid are  tied  together  quite  closely.  Welfare  reform  is  necessary  in 
order  for  the  States  to  get  around  a  lot  of  the  Byzantine  processes 
of  who  gets  on,  who  gets  off,  who  gets  paid  what,  when,  and  under 
what  full  moon  during  a  Tuesday  and  so  forth.  Medicaid  by  being 
tied  into  that  system  of  having  people  that  are  on  social  welfare 
programs  automatically  getting  on  to  medicaid  ends  up  with  some 
people — because  a  large  proportion  of  medicaid  recipients — a  small, 
but  nonetheless  significant  proportion,  are  privately  insured;  are 
insured  by  medicare,  are  insured  by  private  payers,  yet  are  still  on 
medicaid. 

So  there  is  a  variety  of  problems  that  each  State  needs  to  be  able 
to  work  out.  If  a  State  has  the  ability  to  take  those  dollars  and 
then  buy  insurance  for  the  poor  and  create  a  more  flexible  system. 
Some  might  want  to  just  piggyback  on  their  revenue  department. 
Others  may  want  to  piggyback  on  their  jobs  programs.  But  to  be 
able  to  have  that,  then  you  are  able  to  get  around  some  of  these 
issues  about,  somebody  has  a  medicaid  card  but  really  does  not 
need  it.  Whereas,  somebody  else  might  need  it  and  does  not  have 
it. 

Chairman  Domenici.  Thank  you  very  much.  I  assume  you  do  not 
know  anything  about  that.  Professor  Gardner? 

Professor  GARDNER.  No. 

Chairman  Domenici.  Senator  Exon? 

Senator  Exon.  Mr.  Chairman,  thank  you  very  much.  First,  dur- 
ing the  hearing,  a  half  an  hour  ago  I  stepped  out  and  Secretary 
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Shalala  was  here  to  see  me  about  a  number  of  things  and  she  men- 
tioned something  that  I  would  like  to  ask  you  about,  Mr.  Piper,  and 
you  about,  Ms.  Moon,  very  briefly  if  you  can  respond.  She  said  that 
some  changes  are  being  contemplated  in  the  Child  Immunization 
Program  that  has  been  tremendously  successful  as  I  understand  it. 

Do  you  agree  that  the  Child  Immunization  Program  may  be  one 
of  the  things  that  we  did  right,  here  in  Washington,  DC?  Is  it 
working  in  Wisconsin?  Is  it  working  from  your  information  around 
the  country,  Dr.  Moon? 

Mr.  Piper.  Senator,  to  be  honest  with  you,  in  Wisconsin  it  has 
been  largely  irrelevant  because  we  already  were  one  of  the  States, 
one  of  the  few  that  were  already  bulk  purchasing  vaccines  and 
widely  distributing  those  vaccines  out  to  every  nook  and  cranny  of 
the  State,  giving  those  out  free.  We  already  had  very  high  expecta- 
tions for  many  years  in  terms  of  our  managed  care  programs  and 
the  immunization  of  children.  So  we  already  had  the  infrastructure 
and  process  that  the  Federal  Government  was  through  the  vaccine 
for  children  program  was  really  applying  on  a  nationwide  basis. 

So  either  to  the  extent  that  I  know  that  there  has  been  critics 
of  it  in  terms  of  the  mechanics  and  so  forth,  either  to  the  extent 
that  it  had  its  problems  or  either  to  the  extent  to  which  it  has  gen- 
erated positive  results,  it  has  been  sort  of  a  moot  point  in  Wiscon- 
sin because  we  were  already  there.  So  I  would  not  really  be  able 
to  comment  on  how  its  actual  effect  has  been  since  we  already  had 
that  process  in  place. 

Ms.  Moon.  He  raises  though  a  very  good  point,  and  that  is  that 
some  States  do  a  terrific  job,  and  ask  for  and  probably  should  get 
flexibility.  Wisconsin  has  always  been  a  leader  in  the  health  care 
area,  for  example.  Other  States  are  less  well-equipped  and  not 
doing  as  good  a  job  at  providing  these  kinds  of  services  to  low  in- 
come populations,  and  in  particular  to  children. 

But  the  consequences  of  a  State  making  poor  decisions  is  not 
going  to  be  isolated  to  that  State.  Because  we  are  a  very  mobile 
country,  there  will  be  a  national  interest  in  what  happens  to  these 
children.  We  should  make  sure  that  kids  get  immunized.  There  are 
conflicts  between  flexibility  to  States  and  national  control  to  protect 
national  interests. 

Senator  EXON.  Let  me  get  back  to  health  care  in  rural  areas.  I 
would  think  that  although  we  are  a  larger  geographical  State  than 
Wisconsin  I  would  suspect  that  there  are  some  similarities.  I  want 
to  talk  about  HMOs  just  a  little  bit.  HMOs  are  working  very  well 
in  Omaha.  They  are  working  very  well  in  Lincoln.  They  are  work- 
ing very  well  in  some  of  our  other  more  populous  cities.  But  by  and 
large^  the  vast  expanse  of  Nebraska  is  thinly  populated  with  small 
communities.  I  am  just  wondering,  you  cited  the  one  small  commu- 
nity where  you  had  two  HMOs  bidding  for  the  business.  We  do  not 
see  that  likely  to  happen  out  there,  but  maybe  we  will  be  surprised 
also. 

Let  me  ask  you  this  question  specifically.  Has  there  been  a  re- 
duction in  the  number  of  small  town  or  rural  hospitals  under  your 
programs  in  Wisconsin? 

Mr.  Piper.  Yes,  Wisconsin  has  experienced,  particularly  in  the 
mid  to  late  1980's,  not  so  much  in  the  1990's,  but  experienced  a  re- 
duction in  the  number  of  hospitals,  and  that  mimicked  the  Na- 
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tional  figures  in  terms  of  the  slowing  or  the  closure  of  a  lot  of  hos- 
pitals. While  at  the  same  time  that  was  occurring,  more  and  more 
of  the  hospitals  entered  into  consortia,  partnerships  with  larger 
feeder  hospitals,  network  tertisuy  hospitals,  and  so  on,  and  primary 
clinic.  So  there  was  a  greater  integration,  or  at  least  networking  of 
those  providers. 

Because  as  it  happens,  most  people  if  they  are  able  to  go,  if  I  am 
able  to  go  to  XYZ  hospital  in  a  town  of  2,000  people  or  the  Univer- 
sity of  Wisconsin  Hospital,  I  know  where  I  am  going  to  go.  I  am 
going  to  go  to  the  largest  tertiary  care  hospital  that  my  insurer  can 
afford.  So  the  rural  hospitals  started  to  develop  a  network  and  de- 
veloped a  niche  in  terms  of  either  pon3dng  up  with  home  health 
agencies  or  with  primary,  because  their  role  is  primarily  primary 
care  and  fairly  straightforward  acute  care  for  the  elderly  who  are 
not  as  mobile.  And  more  of  the  tertiary  care  then  and  the  trans- 
plants and  more  costly  surgeries  that  those  rural  hospitals  were 
performing 

Senator  ExON.  Obviously,  you  are  not  going  to  have  a  heart 
transplant  in  a  hospital  in  a  town  of  700  people.  I  understand  that. 
But  what  is  the  answer  to  my  question? 

Mr.  Piper.  The  answer  is,  yes,  it  has  occurred.  We  have  fewer 
rural  hospitals  operating  in  the  State.  But  what  I  am  saying.  Sen- 
ator, is  that  they  have  been  able  to  make  up  for  fewer  hospitals  by 
increasing  the  capacity  through  integration  with  other  health  care 
providers. 

Senator  ExoN.  Thank  you,  that  is  what  I  was  trying  to  get  at. 
I  suspect  that  is  one  of  the  problems  we  are  going  to  have.  When- 
ever you  talk  about  closing  a  school  or  a  hospital  you  run  into  re- 
sistance in  those  particular  areas.  Mr.  Piper,  can  you  give  me  off- 
hand the  percentage  of  medicaid  participants  that  are  in  HMOs? 
I  suppose  a  large  percentage  of  those  would  be  in  Madison  and  Mil- 
waukee as  opposed  to  the  rural  areas;  is  that  right? 

Mr.  Piper.  Yes,  sir.  We  have  30  percent  of  our  overall  program, 
30  percent  or  150,000  out  of  our  500,000  recipients  statewide  are 
in  HMOs.  That  works  out  to  be  about  50  percent  of  those  on  AFDC, 
on  welfare.  We  have  the  program  operating  right  now  in  five  urban 
areas  of  the  State;  tends  to  be  the  larger  urban  areas  of  the  State. 
We  are  looking  at  a  primary  provider  type  of  organization  and  that 
type  of  approach  in  the  more  rural  areas. 

But  I  have  got  to  also  admit  that  the  HMOs  are  also  approaching 
us  about  expanding  into  the  more  suburban  and  less  densely  popu- 
lated rural  areas  as  well.  That  is  obviously  going  to  have  to  be  a 
long  term  effort  and  that  is  going  to  be  years  down  the  road,  but 
it  is  coming. 

Senator  ExoN.  Would  you  estimate,  what  would  the  mileage  be 
for  a  person  living  in  an  extreme  rural  area,  how  far  does  that  per- 
son have  to  travel  on  average  to  a  hospital  or  a  medical  facility  of 
some  type  for  at  least  primary  care?  Is  it  25  miles  or  75  miles,  150 
miles? 

Mr,  Piper.  My  guess,  and  it  would  only  be  a  guess,  would  be 
within  the  neighborhood  of  about  30  miles  would  be  average  in  the 
rural  areas;  in  the  truly  rural  areas. 

Senator  ExON.  In  that  regard.  Dr.  Moon,  let  me  ask  my  final 
question  of  you  then.  From  your  experience,  do  you  think  that  Wis- 
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consin's  result  with  rural  areas,  especially  with  total  care  and  espe- 
cially with  HMOs,  would  be  typical  of  that  in  other  States  or  not? 

Ms.  Moon.  I  think  Wisconsin  is  well  ahead  of  a  number  of  States 
in  terms  of  looking  at  HMO  and  managed  care  enrollment  of  var- 
ious sorts.  It  is  my  understanding  that  nationwide  about  30  percent 
of  AFDC  and  other  young  non-disabled  families  that  are  covered  by 
medicaid  are  beginning  to  be  in  some  kind  of  managed  care.  So  the 
movement  is  really  already  beginning  substantially  for  that  popu- 
lation. 

It  is  going  to  go  much  more  slowly  in  States  that  have  heavier 
rural  populations,  I  believe.  They  are  going  to  move  much  more 
slowly.  And  I  think  that  like  Wisconsin,  a  lot  of  these  States  that 
move  in  those  directions  will  use  alternative  models.  They  will  not 
use  strict  HMOs  or  formal  HMOs.  What  they  are  more  likely  to  do 
is  develop  relationships  with  existing  hospitals  and  providers  to  es- 
sentially have  a  managed  care  type  of  arrangement  where  people 
agree  to  certain  kinds  of  conditions,  and  change  in  the  way  that 
they  do  practice  a  little  bit,  but  not  putting  people  into  formal  man- 
aged care. 

Senator  ExoN.  Thank  you  very  much.  It  has  been  a  very  interest- 
ing panel.  You  have  contributed  a  great  deal,  and  you  have  contrib- 
uted a  great  deal  of  your  time.  We  appreciate  that. 

Without  objection,  statements  by  Senator  Bond  and  Grassley  will 
be  placed  in  the  record  at  an  appropriate  point. 

[The  prepared  statement  of  Senator  Bond  follows:] 

Prepared  Statement  of  Senator  Christopher  S.  Bond 

Mr.  Chairman. 

This  is  an  important  and  timely  hearing  and  I  thank  you  for  your  leadership  in 
putting  together  this  panel  of  witnesses  to  examine  entitlement  spending  and  what 
we  can  and  should  be  doing  to  bring  these  costs  under  control. 

With  entitlement  spending  today  consuming  more  than  one-half  of  all  Federal  out- 
lays and  with  that  percentage  slated  to  grow  to  60  percent  in  the  next  10  years, 
it  is  plain  to  see  that  we  must  address  some  serious  entitlement  spending  issues 
if  we  are  to  have  any  hope  of  bringing  Federal  spending  in  balance.  This  is  some- 
thing that  we  have  all  known  for  quite  some  time.  The  handwriting  has  been  on 
the  wall,  and  in  past  years  there  have  been  efforts  to  bring  spending  under  control, 
but  these  efforts  have  not  always  met  with  much  success.  In  fact,  Congress  took 
many  steps  in  recent  years  that  dramatically  increased  entitlement  spending. 

My  former  senior  colleague,  Senator  Danforth,  co-chaired,  along  with  Senator  Bob 
Kerry,  the  Entitlements  Commission  which  looked  at  entitlement  spending  overall 
and  recommended  changes  that  could  be  considered  for  bringing  this  spending 
under  control.  Some  of  the  medicine  that  commission  prescribed  would  have  a  pretty 
bitter  taste.  It  is  clear  that  it  will  take  some  bitter  medicine  if  we  are  to  bring  this 
Federal  spending  under  control.  If  we  back  out  and  try  to  take  the  easy  path,  we 
will  have  fallen  far  short  of  an  important  responsibility  and  will  have  passed  on  the 
bill  for  these  excesses  to  future  generations. 

Given  that  it  is  projected  that  total  health  spending  in  the  country  will  reach  $1 
trillion  this  year  and  $2  trillion  by  2005  and  18  percent  of  the  GDP,  it  is  clear  that 
Congress  must  take  some  targeted,  reasonable  steps  in  the  area  of  health  care  re- 
form to  bring  inflation  in  health  spending  under  control.  This  spending,  as  many 
have  noted,  impacts  not  just  on  the  Federal  budget,  but  on  the  budgets  of  States, 
families  and  businesses. 

I  look  forward  to  hearing  from  today's  witnesses  about  the  extent  of  the  problem 
and  innovative  proposals  to  reign  spiraling  costs  under  control. 

Senator  ExoN.  Senator  Bond  has  requested  that  you,  Mr.  Piper, 
address  some  questions  that  he  has  for  the  record.  We  would  ask 
that  you  do  that  as  quickly  as  possible  for  insertion  into  the  record. 
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Thank  you  very  much  panel.  You  have  been  a  great  help  to  us. 
With  that,  we  are  adjourned. 
[Whereupon,  at  12:40  p.m.,  the  committee  was  adjourned.] 


INCOME  TAX  REFORM 


WEDNESDAY,  FEBRUARY  22,  1995 

U.S.  Senate, 
Committee  on  the  Budget, 

Washington,  DC. 
The  committee  met,  pursuant  to  notice,  at  9:35  a.m.,  in  room 
SD-608,  Dirksen  Senate  Office  Building,  Hon.  Pete  V.  Domenici 
(chairman  of  the  committee)  presiding. 

Present:  Senators  Domenici,  Lott,  Gorton,  Abrsiham,  Exon,  Rol- 
lings, and  Lautenberg. 

Staff  present:  G.  William  Hoagland,  staff  director;  Peter  Taylor, 
chief  economist. 

For  the  minority:  William  G.  Dauster,  democratic  chief  of  staff 
and  chief  counsel;  and  Dave  Williams,  assistant  director  for  reve- 
nue and  natural  resources. 

OPENING  STATEMENT  OF  SENATOR  ROLLINGS 

Senator  Rollings  [presiding].  Gentlemen,  if  you  would  take  your 
seats,  I  know  you  folks  are  ready. 

The  distinguished  Chairman,  Senator  Domenici,  has  been  unex- 
pectedly detained  with  the  Secretary  of  Defense.  Re  will  be  here  in 
about  15  minutes,  and  he  asks  that  I  proceed. 

[The  opening  statement  of  Chairman  Domenici  follows:] 

Opening  Statement  of  Chairman  Domenici 

tax  reform  in  the  21st  century 

I  will  be  brief  and  leave  plenty  of  time  for  our  very  distinguished  witnesses  to 
present  their  views  on  tax  reform  for  the  21st  century. 

Some  have  questioned  why  the  Budget  Committee  should  be  concerned  about  tax 
policy. 

Besides  the  obvious  that  the  budget  resolution  reported  from  this  committee  must 
include  our  assumptions  about  the  level  of  Federal  taxes  we  assume  over  the  next 
5  years,  the  bigger  issue  should  be  what  the  nature  of  those  taxes  should  be. 

Further  in  the  high  drama  to  find  ways  to  reduce  the  burgeoning  Federal  deficit, 
we  should  never  lose  sight  of  the  real  objective  of  budget  policy.  And  that  simply 
is  that  the  long-term  goal  of  deficit  reduction  is  to  increase  net  national  savings. 
Net  national  savings  is  made  up  of  two  items,  public  savings  (or  in  our  current  situ- 
ation—public dissavings)  and  private  savings. 

I  believe  the  two — public  and  private  savings — are  inextricably  linked.  Public  poli- 
cies that  discourage  work,  create  dependence  and  therefore  discourage  personal  sav- 
ings, is  bad  public  policy. 

Similarly,  a  complicated  tax  code  that  penalizes  entrepreneurship  and  risk  taking, 
double  taxes  dividends  and  interest  and  adds  to  the  cost  of  capital,  is  bad  public 
policy. 

The  combined  result,  I  believe,  of  these  policies  has  been  a  declining  personal  sav- 
ings rate — 4.1  percent  in  1994  one  of  the  lowest  in  modem  economic  history. 

Therefore,  as  the  House  begins  it  debate  these  next  50  days  to  reduce  taxes  to 
meet  their  Contract  With  America,  and  as  we  in  this  committee  continue  to  look 
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to  those  policies  that  will  serve  our  fiscal  future  best  in  the  21st  century,  let  us  al- 
ways keep  in  mind  that  it  is  not  just  the  level  of  taxes  that  is  important,  but  also 
what  those  taxes  are — do  they  contribute  of  detract  from  long-term  economic 
growth. 

I  obviously  have  my  bias  as  to  how  the  tax  code  should  be  fundamentally  and  to- 
tally reformed.  I  am  proud  to  have  worked  with  the  distinguished  Senator  from 
Georgia  here  with  us  today  on  one  approach  he  will  present. 

But  there  are  other  approaches,  and  I  look  forward  to  hearing  from  the  distin- 
guished Majority  Leader  of  the  House  and  the  Administration  this  morning  on  their 
ideas. 

In  the  end,  our  committee  and  our  fellow  House  Budget  Committee  will  only  set 
a  tax  number  for  the  Finance  and  Ways  and  Means  Committee  to  meet. 

I  only  hope  that  in  meeting  that  number  those  committees  and  the  entire  Con- 
gress not  lose  sight  of  the  real  objective  of  tax  reform.  And  to  me  that  means  a  code 
that  prepares  us  for  the  challenges  of  the  future,  that  is  fair  and  equitable,  that 
encourages  savings  and  investment,  that  allows  us  to  compete  in  an  ever  competi- 
tive international  market,  that  is  simple  and  understandable,  and  does  not  penalize 
the  real  engine  of  economic  growth — job  creation. 

I  look  forward  to  the  testimonies  this  morning. 

There  are  two  brief  administrative  items  as  we  begin  this  impor- 
tant hearing.  First,  on  behalf  of  Chairman  Domenici,  committee 
members  and  their  staff  are  reminded  that  the  committee  will  be 
holding  a  hearing  tomorrow  with  the  Secretary  of  Health  and 
Human  Services,  Dr.  Shalala.  That  hearing  will  begin  at  10:00 
a.m.,  not  9:30  a.m.,  as  has  been  our  normal  schedule. 

Second,  the  first  field  hearing  of  the  committee  will  be  this  Sat- 
urday in  Pontiac,  MI,  Oakland  County  Commissioners'  Auditorium. 
Our  host,  Senator  Abraham,  will  welcome  all  committee  members 
that  can  attend  this  hearing.  No  hearings  are  currently  scheduled 
for  next  week  in  the  committee.  We  expect  we  will  be  on  the  floor 
with  the  legislative  line-item  veto  legislation  reported  from  this 
committee  last  week. 

Mr.  Armey,  we  will  start  from  left  to  right,  if  that  suits  you  all? 
Senator  Nunn? 

Senator  NuNN.  That  is  fine.  I  am  just  so  delighted  to  see  a  Demo- 
crat back  in  control.  [Laughter.] 

Senator  HOLLINGS.  I  have  to  get  your  vote,  not  Armey's,  but  I 
thought,  as  I  understood  from  the  staff,  that  Chairman  Domenici 
would  just  start  and  go  right  across  here.  You  can  be  giving  your 
statements.  Other  Senators  will  be  along  momentarily,  £uid  cer- 
tainly the  Chairman.  Is  that  all  right? 

Mr.  Armey.  That  is  fine  with  me,  Senator,  if  you  will  allow  me 
to  think  of  it  as  going  from  right  to  left.  [Laughter.] 

Senator  HOLLINGS.  Very  well,  sir. 

STATEMENT  OF  HON.  RICHARD  K.  ARMEY,  REPRESENTATIVE 
IN  CONGRESS  FROM  THE  STATE  OF  TEXAS 

Mr.  Armey.  Thsink  you.  Mr.  Chairman  and  members  of  the  com- 
mittee, I  have  a  longer  statement  which  I  will  submit  for  the 
record. 

Senator  HOLLINGS.  It  will  be  included  in  its  entirety,  and  you  can 
highlight  it  as  you  wish. 

Mr.  Armey.  Thank  you,  Mr.  Chairman.  In  the  meantime,  I  will 
just  proceed. 

I  want  to  thank  you  for  the  opportunity  to  discuss  the  issue  of 
tax  reform.  Today  is  the  50th  day  of  our  Contract  With  America, 
so  it  seems  like  a  good  time  to  begin  looking  beyond  the  first  100 
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days  to  the  even  more  exciting  and  sweeping  changes  that  he 
ahead. 

Mr.  Chairman,  a  few  weeks  back,  Treasury  Secretary  Rubin  ap- 
peared on  the  David  Brinkley  Sunday  television  program  and  said 
something  that  I  found  very  disappointing.  He  said,  "The  Adminis- 
tration does  not  think  there  is  any  pressing  need  to  reform  our  Na- 
tion's Tax  Code." 

Mr.  Chairman,  unlike  the  Clinton  administration,  you  and  Sen- 
ator Nunn  have  long  believed  that  America  needs  sweeping  tax  re- 
form because  today's  Tax  Code  is  artificially  and  unnecessarily  sup- 
pressing American  living  standards.  I  agree  with  you  whole- 
heartedly, and  that  is  why  I  have  proposed  replacing  today's  code 
with  a  17-percent  flat  tax. 

For  the  benefit  of  the  Administration  witnesses  present,  allow  me 
to  rehearse  some  of  the  key  reasons  why  America  needs  tax  reform. 

First,  today's  Tax  Code  discriminates  against  savings.  Mr.  Chair- 
man, no  one  has  been  more  passionate  than  you  in  reminding  us 
that  today's  double  and  even  triple  taxation  of  savings  reduces  the 
pool  of  capital  available  to  entrepreneurs  and  workers.  It  slows  pro- 
ductivity and  wage  growth,  lowers  living  standards,  and  as  a  side 
effect,  reduces  revenue  to  the  treasury.  I  want  to  thank  you  for 
your  efforts  to  fix  this  counterproductive  policy. 

A  second  problem  with  today's  Tax  Code  is  high  marginal  rates. 
Economists  know  that  high  marginal  rates  depress  work  effort.  A 
study  by  Robert  Genetski  confirms  this  common-sense  proposition, 
finding  that  high  marginal  tax  rates  are  inversely  related  to  pro- 
ductivity growth,  which  is  to  say,  workers  and  entrepreneurs  spend 
less  time  trjdng  to  build  the  proverbial  "better  mousetrap"  when 
the  Government  is  going  to  take  most  of  the  rewards  for  doing  so 
anyway. 

The  third  major  problem  with  today's  Tax  Code  is  its  maddening 
complexity  and  unfairness.  After  70  years  of  tinkering,  today's  code 
is,  frankly,  a  wasteful,  complicated  mess.  Rates  are  high,  loopholes 
abound,  non-compliance  is  rife  because  taxpayers  feel  the  code  is 
written  not  for  them,  but  for  well-organized  special  interests.  And 
perhaps  most  disturbing,  the  complexity  and  unfairness  of  the  code 
leads  people  to  take  a  jaded  and  cynical  view  of  their  Government. 

So  if  we  agree  that  the  Tax  Code  needs  to  be  replaced,  what  do 
we  replace  it  with?  My  legislation,  which  is  based  on  a  1981  pro- 
posal by  economists  Robert  Hall  and  Alvin  Rabushka,  would  scrap 
the  existing  Tax  Code  entirely.  Instead,  all  income  would  be  taxed 
once,  and  only  once,  at  the  single  low  rate  of  17  percent.  There 
would  be  no  credits  or  deductions,  although  each  taxpayer  would 
receive  a  generous  family  allowance.  This  allowance  would  be 
$13,100  for  an  individual,  $26,200  for  a  married  couple,  and  $5,300 
for  each  child.  On  the  business  side,  a  corporation  would  simply 
subtract  business  expenses  from  revenues  and  pay  17  percent  on 
the  remainder. 

The  first  virtue  of  this  flat  tax  is  simplicity.  Taxpayers  will  be 
able  to  pay  their  taxes  on  a  simple  10-line  form  the  size  of  a  post- 
card, saving  the  economy  billions  of  man-hours  in  currently  wasted 
time  and  effort. 
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The  second  virtue  of  my  plan  is  progressivity.  Thanks  to  the  gen- 
eral family  allowance,  as  a  person's  income  rises  so  will  the  per- 
centage of  his  or  her  income  owed  in  taxes. 

The  third,  and  most  important,  virtue  of  the  flat  tax  is  that  it 
would  produce  a  higher  economic  growth  rate  by  making  the  Tax 
Code  economically  neutral  and  by  lowering  the  burden  currently 
placed  on  worker  savings  and  investment.  Thus,  the  flat  tax  would 
produce  higher  productivity  and  economic  growth,  leading  to  higher 
employment  and  wages. 

The  fourth  virtue  of  the  bill  is  deficit  neutrality.  I  have  drafted 
my  legislation  to  produce  no  net  increase  in  the  deficit,  but  if  reve- 
nue loss  should  prove  to  be  greater  than  my  figures  indicate,  the 
legislation  can  simply  be  adjusted  by  raising  the  rate,  trimming 
back  the  family  allowance,  adding  further  spending  reforms  as  off- 
sets, or  some  combination  of  these.  The  revenue  loss  argument  is, 
therefore,  a  red  herring. 

Mr.  Chairman,  you  and  I  agree  that  America's  current  Tax  Code 
is  broken  and  must  be  replaced.  I  hope  we  also  agree  that  any  new 
tax  system  must  meet  the  test  of  fairness,  simplicity,  visibility,  eco- 
nomic neutrality,  deficit  neutrality,  and  low  marginal  rates.  I  am 
proud  to  say  that  the  Armey  flat  tax  plan  meets  each  of  these  cri- 
teria. It  would  raise  revenue  efficiently;  it  would  expand  economic 
growth;  and  as  a  side  effect,  it  would  increase  revenue  to  the  treas- 
ury. 

For  all  these  reasons,  Mr.  Chairman,  I  hope  you  will  give  the  flat 
tax  a  close  and  thoughtful  examination  this  increasingly  popular 
idea  deserves. 

Thank  you,  Mr.  Chairman,  and  let  me  just  say  in  closing  I  am 
proud  to  report  that  last  night  my  wife  and  I  completed  our  taxes 
for  last  year.  I  was  pleased  to  put  all  the  forms  in  the  mail  today, 
and  I  am  left  to  only  wait  with  anxiety  about  the  possibility  I 
might  have  made  a  mistake  that  will  get  me  in  dutch  with  the  IRS. 
That  anxiety  seems  to  be  never-ending  under  the  current  Tax 
Code. 

Thank  you. 

Senator  Rollings.  Very  good,  sir. 

[The  prepared  statement  of  Mr.  Armey  follows:] 
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STATEMENT  BY  CONGRESSMAN  DICK  ARMEY 
SENATE  BUDGET  COMMITTEE 

February  21, 1995 


Mr.  Chairman  and  Members  of  the  Committee, 

Thank  you  for  this  opportunity  to  discuss  the  issue  of  tax  reform.  Tomorrow  is  the 
fiftieth  day  of  our  Contract  with  America,  so  it  seems  like  a  good  time  to  begin  looking  beyond 
the  first  himdred  days  to  the  even  more  exciting  and  sweeping  changes  that  lie  ahead. 

I  believe  the  flat  tax  is  in  America's  future.  It  is  an  idea  that  is  catching  fire.  My 
office  is  piled  high  with  supportive  letters  and  postcards  with  exclamations  like  "Wow!" 
"Hallelujah!"  and  "It's  about  time."  What  is  it  about  the  flat  tax  that  people  find  so  exciting? 
I  think  the  answer  can  be  summarized  in  three  words:  trust,  freedom,  and  fairness.  The  flat 
tax  trusts  ordinary  Americans  to  arrange  their  own  economic  affairs.  It  expands  their  personal 
freedom.  And  it  is  fair.  It  treats  everyone  the  same.  But  my  purpose  today  is  not  to  make  the 
populist  case  for  the  flat  tax.  My  purpose  is  to  make  the  economic  case  for  the  flat  tax. 

Why  a  Flat  Tax? 

Before  I  explain  the  virtues  of  the  flat  tax,  allow  me  to  explain  why  we  need  tax  reform 
at  all.   Simply  put,  we  need  tax  reform  because  today's  tax  code  is  artificially  and 
unnecessarily  suppressing  American  living  standards. 

The  first  problem  with  today's  code  is  also  the  worst  feature:  the  discriminatory 
treatment  of  savings.  When  an  individual  buys  a  consumer  good,  his  income  is  taxed  once,  at 
the  time  it  is  earned.  If  the  same  individual  buys  stock  in  a  company,  his  income  is  taxed 
twice,  once  at  the  time  it  is  earned  and  again  when  the  stock  generates  a  return.  And  if  he 
should  later  go  on  to  sell  the  stock  for  a  profit,  incurring  a  capital  gain,  the  same  income  is 
taxed  yet  a  third  time.  Obviously,  this  system  makes  saving  and  investing  much  less  attractive 
relative  to  consumption.  And  the  nation  is  poorer  as  a  result. 

Mr.  Chairman,  as  you  have  argued  so  eloquently,  capital  is  the  lifeblood  of  an 
economy.  Without  capital,  workers  cannot  enhance  their  productivity  and  thus  their  wages. 
And  no  one  has  been  more  passionate  than  you  in  reminding  us  that  today's  double  and  even 
triple  taxation  of  income  discourages  savings,  reduces  the  pool  of  capital  available  to 
entrepreneurs  and  workers,  slows  productivity  and  wage  growth,  lowers  living  standards,  and 
as,  a  side  effect,  reduces  revenue  to  the  Treasury.  I  want  to  thank  you  for  your  efforts  to  fix 
this  counterproductive  policy.  As  I  shall  explain  momentarily,  my  flat  tax  is  designed  to  do 
just  that. 

A  second  problem  with  today's  tax  code  is  its  high  marginal  rates.   Any  professional 
economist  will  tell  you  that  as  marginal  tax  rates  rise,  people  tend  to  work  less.  The  higher 
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the  marginal  rate,  the  lower  the  work  effort.  Today,  the  marginal  rate  for  federal,  state,  and 
local  taxes,  for  the  average  American,  is  48  percent.  As  a  result,  the  average  family  pays 
more  in  taxes  than  it  spends  on  food,  clothing,  and  shelter  combined.   Naturally,  many- 
Americans  ask  themselves  why  they  should  work  longer  hours  when  government  is  going  to 
take  away  half  of  their  earnings.  A  study  by  Robert  Genetski  has  found  that  high  marginal  tax 
rates  are  inversely  related  to  productivity  growth,  which  is  to  say,  workers  and  entrepreneurs 
spend  less  time  trying  to  build  the  proverbial  "better  mousetrap"  when  the  government  is 
going  to  take  most  of  the  rewards  for  doing  so  anyway.  The  net  result,  again,  is  a  poorer 
nation. 

The  third  major  problem  with  today's  tax  code  is  its  maddening  complexity  and 
unfairness.  After  seven  decades  of  amendments,  revisions,  exceptions,  loopholes,  extenders, 
and  the  occasional  overhaul,  today's  code  is,  frankly,  a  wasteful,  complicated  mess.   It  is  so 
complicated,  even  the  Internal  Revenue  Service  cannot  give  accurate  advice  on  it.   Rates  are 
high,  loopholes  abound,  and  noncompliance  is  rife  because  taxpayers  feel  the  code  is  written 
not  for  them,  but  for  well-organized  special  interests.  And  perhaps  most  disturbing,  the 
complexity  and  unfairness  of  the  code  lead  people  to  take  an  excessively  jaded  and  cynical 
view  of  their  government. 

In  sum,  today's  tax  code  complicated,  frustrating,  and  economically  counterproductive. 
It  is  lowering  our  standard  of  living,  and  that  is  why  it  must  be  replaced.   The  question  is, 
what  do  we  replace  it  with? 

While  our  Contract  with  America  does  try  to  address  some  of  the  problems  I  just 
outlined  --  for  example,  with  expanded  IRAs  to  reward  saving,  more  generous  business 
expensing  to  reward  investment,  and  family  tax  relief  -  I  will  be  the  first  to  admit  that  the 
Contract  is  not  enough.   The  Contract  is  a  good  interim  measure,  but  the  truth  is  America 
needs  nothing  less  than  a  completely  new  tax  system.  And  I  believe  that  system  should  be  the 
flat  tax. 

How  Will  the  Armey  Flat  Tax  Work? 

My  plan,  which  is  based  on  a  1981  proposal  by  economists  Robert  Hall  and  Alvin 
Rabushka,  would  scrap  the  existing  tax  code  entirely.  Instead,  all  income  would  be  taxed  once 
and  only  once  at  the  single  low  rate  of  17 percent.   To  minimize  revenue  loss,  the  rate  would 
initially  be  set  at  20  f)ercent,  then  drop  to  17  percent  in  year  three.  Income  is  defined  as  the 
total  of  wages,  salary,  and  pensions.  There  would  be  no  credits  or  deductions,  although  each 
taxpayer  would  receive  a  generous  family  allowance.  Beginning  in  year  three  of  the  plan,  this 
allowance,  which  is  indexed  for  inflation,  would  be  $13,100  for  an  individual,  $26,200  for  a 
married  couple,  and  $5,300  for  each  child.   A  family  of  four  would  have  to  earn  $36,800 
before  it  owed  a  penny  of  federal  income  tax. 

Business  income  would  be  handled  with  equal  simplicity.  A  corporation  would  simply 
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subtract  expenses  from  revenues  and  pay  17  percent  rate  on  the  remainder.   Revenues  are 
defmed  as  corporate,  partnership,  professional,  farm,  and  rental  income.  The  base  is  gross 
revenue  less  purchases  of  goods  and  services,  capital  equipment,  structures,  land,  and  wage 
and  pension  contributions  to  employees. 

Virtue  No.  1  -  Simplicity 

One  low  rate  for  all  income,  no  targeted  tax  breaks  -  this  is  as  simple  as  an  income-tax 
gets.  No  longer  will  Americans  spend  anything  like  5.4  billion  man-hours  figuring  their  taxes 
each  year,  which  is  more  man-hours  than  it  takes  to  produce  every  car,  van,  and  truck  built  in 
the  United  States.  No  longer  will  the  IRS  have  to  send  out  eight  billion  pages  of  paper  every 
year,  which  if  you  laid  them  end  to  end,  would  stretch  26  times  the  circumference  of  the  earth. 
Instead,  taxpayers  will  be  able  to  pay  their  taxes  on  a  simple,  ten-line  form  the  size  of  a 
postcard,  a  sample  of  which  I  have  appended  to  this  statement. 

Virtue  No.  2  —  Fairness 

The  Armey  flat  tax  is  also  fair,  because  everyone  pays  the  same  rate,  with  no  special 
breaks  going  to  politically  favored  groups.   At  the  same  time,  it  is  progressive,  thanks  to  the 
generous  family  allowance.  Thus  the  Armey  flat  tax  might  be  called  a  "progressive  flat  tax." 
Critics  who  label  it  "unfair,"  "unprogressive,"  or  a  "sop  to  the  rich"  are  simply  not  accurate. 

The  plan  is  progressive  because  the  family  allowance  is  worth  more,  the  less  you  make. 
For  example,  a  family  making  $36,000  would  pay  zero  percent  of  its  income  in  income  tax,  a 
family  making  $50,000  would  pay  5  percent  of  its  income,  and  a  family  making  $200,000 
would  pay  14  percent  of  its  income.   I  estimate  the  plan  takes  about  ten  million  low-income 
taxpayers  off  the  rolls  entirely.  This  is  the  definition  of  progressive. 

Additionally,  if  experience  is  any  guide,  the  richest  Americans  will  likely  end  up 
paying  more  taxes  when  the  rates  come  down,  which  is  exactly  what  happened  after  the 
Coolidge  tax  cuts  of  the  1920s,  the  Kennedy  tax  cuts  of  the  1960s,  and  the  Reagan  tax  cuts  of 
the  1980s. 

Virtue  No.  3  —  Deficit  Neutralitj' 

I  have  drafted  my  legislation  to  produce  no  net  increase  in  the  deficit.   Although  the 
rate  and  family  allowance  levels  are  set  so  as  to  give  virtually  every  American  a  tax  cut,  the 
bill  pays  for  these  revenue  losses  with  comprehensive  spending  reforms.   As  I  mentioned 
earlier,  however,  the  rate  is  set  at  20  percent  in  the  first  year,  and  then  drops  to  17  percent 
only  in  year  three,  when  the  windfall  revenue  produced  by  spending  cuts  and  economic  growth 
will  make  it  possible  to  lower  the  rate. 

Let  me  be  clear  about  one  thing.   1  would  like  to  my  bill  to  be  debated  on  its  merits. 
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not  on  the  issue  of  revenue  loss.  If  the  Joint  Committee  on  Taxation  predicts  a  greater 
revenue  loss  than  my  figures  indicate,  the  legislation  can  simply  be  adjusted  by  raising  the 
rate,  trimming  back  the  family  allowance,  adding  further  spending  reforms  as  offsets,  or  some 
combination  of  these.  The  revenue-loss  argument  is  a  red  herring. 

Virtue  No.  4  —  Economic  Neutrality 

The  flat  tax  would  produce  a  higher  economic  growth  rate,  for  two  reasons.  First,  it 
would  liberate  the  economy  to  be  more  efficient,  replacing  today's  maze  of  politically  targeted 
tax  breaks  with  a  system  that  is  perfectly  neutral  as  between  types  and  sizes  of  business, 
between  economic  sectors,  and  between  types  of  investment.  Resources  would  be  allowed  to 
seek  out  their  most  efficient  use. 

Second,  the  flat  tax  would  lower  the  burden  currently  placed  on  work,  savings,  and 
investment.  It  rewards  work  by  lowering  the  top  marginal  income-tax  rate  from  40  percent  to 
17  percent,  and  the  average  marginal  rate  from  28  percent  to  17  percent.   It  rewards  saving  by 
ending  the  current  double  taxation  of  savings,  sweeping  away  the  estate  tax,  the  capital  gains 
tax,  and  the  tax  on  interest  and  dividends.  And  it  rewards  investment  by  permitting  businesses 
to  immediately  deduct  all  expenses,  plant,  and  equipment.  Thus,  the  flat  tax  would  produce 
higher  productivity  and  economic  growth,  leading  to  higher  employment  and  wages. 

Virtue  No.  5  —  Visibility 

By  ending  the  discriminatory  treatment  of  savings,  the  flat  tax  functions  as  a  kind  of 
consumption  tax,  much  favored  by  economists  and,  of  course,  by  you,  Mr.  Chairman.  In  this 
sense,  your  proposal  for  a  consumed  income  tax  and  my  flat  tax  are  trying  to  accomplish  the 
same  thing.  They  are  blood  brothers  in  spirit.  This  goal  would  be  achieved,  as  well,  by  my 
colleague  Bill  Archer's  proposed  national  retail  sales  tax,  or  even  a  European-style  VAT  tax. 
All  of  these  plans  can  lay  claim  to  the  title  of  "consumption  tax. "  So  the  question  becomes, 
which  plan  is  best?  Naturally,  I  favor  the  flat  tax.   Allow  me  to  explain  why. 

First,  the  flat  tax  is  much  more  visible  than  either  a  retail  sales  tax  or  a  value-added 
tax,  both  of  which  have  justifiably  been  dubbed  "stealth"  taxes  because  they  are  more  or  less 
hidden  in  the  price  of  goods  and  services.  A  VAT  tax  is  especially  insidious  because  it  is  built 
into  the  price  of  goods  and  services,  making  it  virtually  invisible  to  the  fmal  consumer. 

The  flat  tax,  on  the  other  hand,  is  highly  visible.   It  permits  taxpayers  to  see  right  on 
their  tax  form  cleaily  how  much  they're  paying  for  the  costs  of  government.   In  Europe, 
where  VATs  are  the  norm,  citizens  have  no  clear  idea  of  how  much  they  pay  for  government. 
In  fact,  Europeans  are  notorious  for  greatly  under-estimating  their  actual  tax  payments, 
because  they  never  see  the  bill.  While  a  retail  sales  tax  is  more  visible  than  a  VAT  ~  you  can 
see  it  on  your  register  tape  —  it  has  a  tendency  to  evolve  into  a  VAT.   This  is  what  has 
happened  in  Europe.  Compliance  problems  and  other  considerations  have  caused  governments 
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slowly  but  surely  to  transform  their  sales  taxes  into  VAT  taxes.  The  same  thing  would  likely 
happ>en  here. 

On  the  visibility  issue,  the  consumed  income  tax  is  much  superior  to  either  a  retail 
sales  tax  or  a  VAT.  I  am  concerned  that  a  consumed  income  tax  retains  the  complexity  and 
high  marginal  rates  of  the  current  system. 

Virtue  No.  6  —  Higher  Compliance 

The  final  virtue  of  the  plan  is  that  it  would  lead  to  higher  compliance  with  our  tax 
laws.  This  may  strike  some  as  an  odd  statement,  since  the  plan  eliminates  income-tax 
withholding.   Employers  would  no  longer  be  required  to  take  federal  taxes  out  of  their 
employee's  paychecks.  Instead,  we  would  all  have  to  sit  down  and  right  out  a  check  to  the 
federal  government  once  a  month,  just  as  we  do  with  all  of  our  other  bills. 

I  regard  income  withholding  as  the  crucial,  deceptive  tool  that  has  made  today's 
oversized  government  possible.  If  America  had  not  accepted  withholding  as  a  "temporary" 
wartime  measure  in  1943,  and  if  taxpayers  had  continued  paying  their  taxes  the  same  way 
they've  always  made  rent  or  car  payments,  the  government  could  never  have  grown  as  large  as 
it  has.   Only  by  taking  people's  money  before  they  ever  see  it  has  the  government  been  able  to 
raise  taxes  to  their  current  high  level  without  sparking  a  revolt. 

The  question  arises:  Would  people  still  pay  their  taxes?  I  am  confident  they  would 
because  the  Armey  flat  tax  eliminates  the  three  primary  excuses  for  noncompliance.  These 
are,  first,  the  current  system's  maddening  complexity;  second,  the  low  likelihood  of  getting 
caught;  and  third,  the  feeling  that  today's  system  is  somehow  rigged  to  favor  special  interests 
"at  my  expense"  -  which,  for  the  most  part,  it  is.  Stripped  of  these  rationales  for 
noncompliance,  the  great  majority  of  taxpayers  will  find  it  much  easier  to  pay  their  taxes,  and 
much  harder  to  elude  detection  were  they  to  cheat.  The  underground  economy  will  actually 
shrink.  After  all,  ii  you  give  the  American  people  a  tax  system  that  is  honest,  direct,  simple, 
low,  and  fair  -  something  they  liave  not  had  in  more  than  70  years  -  does  it  not  stand  to 
reason  they  would  be  more  inclined  to  pay  their  fair  share? 

Conclusion 

Mr.  Chairman,  I  know  you  agree  that  America's  current  tax  code  is  broken  and  must 
be  replaced.   I  assume  you  agree  that  any  new  tax  system  must  meet  the  tests  of  fairness, 
simplicity,  visibility,  economic  neutrality,  deficit  neutrality,  and  low  marginal  rates.   I  am 
proud  to  say  that  the  Armey  flat  tax  plan  meets  each  of  these  criteria.  It  would  raise  revenue 
efficiently.   It  would  shrink  the  underground  economy.  It  would  expand  economic  growth. 
And,  as  a  side  effect,  it  would  increase  revenue  to  the  Treasury. 

To  quote  one  of  those  thousands  of  letters  I've  received  over  the  past  eight  months. 
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from  a  gentleman  named  "Al"  in  San  Jose,  California:  "If  this  proposal  can  be  enacted,  it  will 
do  much  to  restore  faith  and  confidence  in  our  government." 

For  all  of  these  reasons,  Mr.  Chairman.  I  hope  you  will  give  the  flat  tax  the  close  and 
thoughtful  examination  this  increasingly  popular  idea  deserves. 

Thank  you. 
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Fc™,     DICK  ARMEY  FLAT  TAX  FORM    1997 


Your  first  name  ar>d  initial 


Your  toctal  security  numlier 


Spouse's  social  security  number 


Present  home  address 


City.  Town  or  Post  Office  Box.  State  and  ZIP  code 


Your  occupation 


Spouse's  occupation 


Wages,  Salary,  and  Pensions 

Personal  Allowance 

a.  $26,200  for  married  filing  jointly 

b.  $13,100  for  single 

c.  $17,200  for  single  head  of  household 

Number  of  dependants,  not  including  spouse 

Personal  allowances  for  dependants(line  3  multiplied  by  $5300). 

Total  personal  allowances  (line  2  plus  line  4) 

Taxable  wages  (line  1  less  line  5,  if  positive,  otherwise  zero) 

Tax  (17%  of  line  6) 

Tax  already  paid 

Tax  due  (line  7  less  line  8.  if  positive) 


10.  Refund  due  (line  6  less  line  7,  if  positive). 


1 

2(a) 
2(b) 
2(c) 

3 

4 

5 

6 

7 

8 

9 
10 
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Senator  Hollings.  Senator  Abraham  will  take  over. 

Senator  Abraham  [presiding].  Thank  you,  Senator. 

Maybe  after  the  hearing  you  can  consult  one  of  the  other  panel- 
ists here  about  whether  or  not  you  are  in  serious  trouble.  I  gather 
that  a  couple  of  them  may  be  looking  at  your  return.  [Laughter.] 

In  any  event,  our  next  witness  is  Senator  Nunn.  ThMik  you  for 
being  here  today. 

STATEMENT  OF  HON.  SAM  NUNN,  UNITED  STATES  SENATOR 
FROM  THE  STATE  OF  GEORGIA 

Senator  Nunn.  Thank  you,  Mr.  Chairman  and  Senator  Hollings. 

Mr.  Armey,  your  last  comment  reminds  me  of  Will  Rogers*  old 
saying  when  he  said  that  when  he  filled  out  his  tax  return  each 
year,  he  always  knew  he  was  either  going  to  be  a  crook  or  a  mar- 
tyr; he  just  didn't  know  which  it  was  going  to  be,  one  or  the  other. 

I  am  delighted  to  be  here  this  morning  to  testify  on  the  Nunn- 
Domenici  Unlimited  Savings  Allowance  proposal,  which  we  call  the 
USA  Tax  proposal.  I  would  start  by  saying  that  I  would  agree  with 
Dick  Armey's  testimony  up  to  a  point,  and  I  think  that  point  where 
we  do  agree  is  very  fundamental.  I  think  we  do  need  sweeping  tax 
reform  legislation.  I  think  we  do  need  to  really  replace  today's  Tax 
Code.  I  think  it  is  time  to  quit  tinkering  and  make  fundamental 
changes  in  the  Tax  Code. 

I  also  agree  with  his  fundamental  point,  which  is  fundamental  in 
both  of  our  approaches,  and  that  is  that  the  current  Tax  Code  dis- 
criminates against  savings.  It  treats  savings  different  from  con- 
sumption, and  that  is  enormously  important.  I  think  that  point 
flows  through  both  of  our  approaches,  although  the  approaches  are 
different. 

I  also  believe  he  is  absolutely  correct  in  terms  of  the  complexity 
and  the  unfairness  of  the  current  Tax  Code.  And  most  fundamen- 
tally, I  think  we  agree  that  the  Tax  Code  today  basically  lowers  the 
standard  of  living  of  the  American  people  from  what  it  otherwise 
would  be  because  it  interferes  with  the  savings  that  we  need  to  cre- 
ate the  investment,  to  create  the  productivity,  to  create  the  com- 
petitiveness that  then  makes  our  wage  earners  be  able  to  earn 
more  money,  and  that  is  the  bottom  line. 

So  while  we  will  differ  considerably  on  our  proposals,  I  think  that 
it  is  important  for  this  committee  and  others  observing  this  process 
to  understand  that  we  start  from  some  of  the  very  same  fundamen- 
tal premises,  and  I  hope  that  we  are  able  to  work  together  as  we 
go  through  this  process  and  this  challenge  and  this  opportunity. 

As  my  colleagues  know,  in  the  coming  days  many  proposals  to 
change  different  components  of  the  Tax  Code  are  likely  to  come  be- 
fore the  Senate:  initiatives  to  expand  the  individual  retirement  ac- 
counts, initiatives  to  accelerate  depreciation  schedules  on  business 
investments,  to  provide  differential  tax  treatment  for  gains  on  cap- 
ital investment,  and  other  proposals.  So  we  are  going  to  have  a  lot 
of  these  proposals  that  are  talked  about,  that  are  discussed,  and 
that  perhaps  are  passed. 

What  drives  these  and  similar  proposals  is  the  important  truth 
that  the  current  Tax  Code  penalizes  the  efforts  of  individuals  and 
businesses  to  save  and  invest  more  of  their  current  income  to  pay 
for  future  obligations  Euid  to  ensure  future  prosperity. 
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Senator  Domenici  and  I  believe  we  must  raise  the  National  level 
of  savings.  If  someone  disagrees  with  that,  if  they  believe  that  this 
country  is  saving  enough  money  and  we  don't  need  to  be  concerned 
about  that,  then  it  is  certainly  not  worth  the  effort  to  go  through 
the  Nunn-Domenici  changes  in  the  Tax  Code.  So  that  is  a  ftm- 
damental  behef  that  we  start  with,  and  if  there  are  differences  on 
that,  then  there  would  certainly  be  differences  in  terms  of  whether 
people  would  support  the  proposals  we  are  talking  about. 

Higher  levels  of  savings  lead  to  higher  levels  of  investments. 
Higher  levels  of  investment  lead  to  higher  productivity.  It  makes 
our  workers  more  productive.  It  is  only  through  higher  productivity 
that  we  can  improve  our  Nation's  economy  and  its  capacity  to  cre- 
ate more  and  better  jobs  for  our  people  and  ultimately  a  higher 
standard  of  living  for  our  people,  and  that  is  the  bottom  line.  So 
that  is  the  chain  we  have  to  focus  on.  Savings  in  this  country  will 
pay  off  in  terms  of  the  standard  of  living  of  the  American  people. 

Senator  Domenici  and  I  do  not  think,  however,  that  incremental 
changes  that  are  now  being  talked  about  will  be  equal  to  the  large 
task  before  us.  Our  fear  is  that  incremental  changes,  however  well 
intentioned,  will  complicate  an  already  byzantine  Tax  Code  without 
yielding  the  new  savings  and  Investment  all  of  us  seek.  And  we  be- 
lieve there  is  a  better  way. 

We  believe  that  we  should  scrap  the  current  tax  system  and  put 
In  its  place  a  system  that  really  will  work  for  a  higher  standard 
of  living  for  our  citizens. 

What  do  we  mean  by  a  tax  system  that  works?  We  mean  a  sys- 
tem that  encourages  savings  and  investment.  That  is  number  one. 
We  mean  a  system  that  is  perceived  to  be  fair  by  the  American 
people.  That  has  got  to  be  part  of  any  tax  system  if  it  is  going  to 
be  accepted.  We  mean  a  system  that  is  understandable.  We  mean 
a  system  attuned  to  international  competitive  realities,  and  I  will 
speak  more  on  the  international  competitive  features  in  a  moment. 

We  mean  a  system  that  is  fiscally  responsible.  As  I  view  it,  there 
is  no  point  in  creating  a  new  Tax  Code  that  is  supposed  to  increase 
private  sector  components  of  national  savings  while  squeinderlng 
the  pubhc  sector  component  of  savings  by  allowing  the  deficit  to 
bsdloon.  So  our  tax  proposal  is  designed  to  be  revenue  neutral.  We 
are  not  calling  it  a  tax  cut.  It  is  not  a  tax  cut.  We  are  trying  to 
make  it  revenue  neutral,  and  that  will  be  the  way  our  rates  are 
structured. 

We  call  our  new  tax  system  the  USA  Tax  System,  or  the  Unlim- 
ited Savings  Allowance  Tax  System.  It  is  a  single  integrated  tax, 
but  it  has  two  parts:  a  low  flat  tsix  on  all  businesses  and  a  progres- 
sive tax  on  individual  incomes.  These  two  parts  flow  together,  and 
it  is  important  that  they  be  viewed  together. 

This  proposal  allows  an  unlimited  deduction  at  the  business  level 
for  capital  investment,  and  more  important,  it  permits  all  citizens 
to  claim  an  unlimited  deduction  for  the  amount  of  their  annual  in- 
comes they  save  and  invest. 

So  to  the  individual  American,  it  says:  If  you  choose  to  defer 
some  of  your  current  consumption  in  favor  of  savings  for  your  fu- 
ture and  the  future  of  your  children,  the  Tax  Code  will  no  longer 
penalize  you  for  doing  so,  as  it  does  today. 
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And  to  the  business  enterprise,  whether  very  small  or  very  large, 
manufacturing,  service,  or  agricultural,  our  tax  system  says:  If  you 
choose  to  invest  your  profits  in  a  new  machine  or  a  new  process 
that  will  help  you  grow  and  put  more  people  to  work,  the  Tax  Code 
will  help  make  this  feasible  rather  than  being  counter  to  that  de- 
sire, as  it  is  today. 

Let  me  briefly  describe  how  both  the  individual  and  the  business 
sides  would  work  and  then  mesh  together.  Under  the  USA  Tax 
System,  income  would  be  defined  much  the  same  as  it  is  today. 
But — and  here  is  the  crucial  difference — taxpayers  would  have  the 
right  to  subtract  the  amount  they  saved  and  invested  from  what 
they  earned  during  the  year  before  they  pay  their  tax.  The  balance 
would  be  subject  to  tax. 

This  is  not  what  we  would  call  an  exemption.  It  is  a  deferral,  be- 
cause when  that  money  is  put  into  the  income  or  the  expenditure 
stream,  it  then  would  be  taxed.  So  it  is  not  a  permanent  exemption. 
It  is  a  deferral  of  tax  on  savings  and  investment. 

Let  me  make  it  clear  that  the  USA  individual  tax  defines  savings 
as  "net  new  savings."  There  will  be  no  deduction  for  mere  portfolio 
shifting.  Taxpayers  only  receive  credit  for  net  additions  to  their 
savings.  At  the  same  time,  however,  the  USA  individual  tax  places 
no  limit  on  the  amount  of  an  individual's  net  new  savings  that  he 
or  she  may  deduct  from  gross  income,  nor  does  it  require  that  sav- 
ings be  limited  to  a  specific  use,  such  as  retirement.  So  it  is  an  IRA 
that  does  not  have  to  be  used  for  a  specific  purpose.  It  is  an  open- 
ended  IRA.  There  is  no  limit  on  amount.  But  it  is  a  net  increase 
in  savings  that  was  not  required  in  the  IRA  legislation. 

Ultimately,  the  unlimited  savings  allowance  is  about  giving  tax- 
payers greater  freedom  sind  greater  responsibility,  the  freedom  to 
save  as  much  as  they  want  and  the  responsibility  to  save  for  what- 
ever is  important  to  them. 

The  most  important  deduction — and  we  could  talk  a  lot  about  de- 
ductions, but  I  will  make  it  very  brief  and  put  my  entire  statement 
in  the  record  here.  The  most  importsuit  deduction  is  a  generous 
family  living  allowance.  Here,  again,  it  is  very  similar  in  that  re- 
spect to  the  Armey  proposal.  It  is  similar  to,  but  much  larger  than, 
the  current  standard  deduction.  By  providing  a  family  living  allow- 
ance, we  ensure  that  working  Americans  on  the  low  end  of  the  eco- 
nomic ladder  are  not  taxed  on  the  essential  spending  for  food,  shel- 
ter, and  other  necessities  of  life. 

The  USA  individual  tax  retains  the  current  deduction  for  home 
mortgage  interest  and  for  contributions  to  charity.  It  also  allows  a 
deduction  for  tuition  expenses  for  post-secondary  education,  wheth- 
er college,  trade,  or  vocational  school,  or  remedial  education. 

This  innovation  recognizes  the  important  feature  of  investing  in 
our  young  people  and  really,  for  that  matter,  in  adults  who  have 
continuing  education  on  their  mind  as  a  key  component  of  their  fii- 
ture  prosperity.  Our  prosperity  in  this  country  depends  not  only  on 
financial  capital  but  also  on  human  capital,  and  this  proposal  rec- 
ognizes that  essential  fact. 

Our  USA  individual  tax  proposal  will  have  graduated  rates.  On 
the  individual  side,  we  are  proposing  a  progressive  system,  not  a 
flat  tax.  There  will  be  those  who  want  to  move  toward  a  flat  tax. 
We  have  heard  firom  Mr.  Armey  on  that  proposal.  Our  system  is 
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not  incompatible  with  that,  but  I  myself  believe — and  I  think  the 
chairman,  Senator  Domenici,  believes — that  we  should  retain  the 
current  progressive  system  based  on  the  amount  of  income  that  a 
person  takes  in,  less  the  savings  that  they  make. 

I  think  everyone  should  recognize,  however,  marginal  rates — that 
is,  rates  that  are  high  at  the  margin — will  not  be  anything  under 
our  proposal  like  they  are  today,  because  these  will  be  marginal 
rates  after  deducting  savings  and  investment.  It  takes  on  a  totally 
different  psychology  in  terms  of  the  effect  of  marginal  rates. 

Under  the  USA  individual  tax,  lower-income  working  Americans 
are  allowed  a  tax  credit  for  their  portion  of  the  payroll  tax.  This 
is  enormously  important  because  the  FICA  tax  is  now  working 
against  low-income  and  working  Americans.  The  USA  individual 
tax  also  retains  the  earned  income  tax  credit. 

The  most  regressive  part  of  our  current  Tax  Code  and  one  of  the 
things  that  happened,  most  regrettably,  in  the  1980's  is  that,  as  we 
lowered  income  taxes,  we  raised  FICA  taxes.  Of  course,  another 
whole  tragedy  of  that,  in  my  view — and  the  Budget  Committee  is 
well  aware  of  this — is  that  we  are  borrowing  those  FICA  taxes,  in 
effect,  from  the  Social  Security  Trust  Fund,  which  I  think  is  really 
deceiving  the  American  people  in  terms  of  what  they  were  expect- 
ing in  1982  when  we  raised  those  FICA  taxes.  That  continues 
today,  and,  of  course,  it  is  one  of  the  things  that  bothers  me  about 
the  Constitutional  Balanced  Budget  Amendment,  which  I,  in  spite 
of  that,  hope  to  vote  for.  But  we  are  continuing,  and  even  under 
the  Constitutional  Balanced  Budget  Amendment  that  is  now  being 
proposed,  we  are  going  to  continue  indefinitely  to  borrow  from  the 
trust  funds.  In  fact,  there  is  even  an  incentive  in  that  Amendment 
to  increase  the  surplus  in  the  trust  funds  so  we  will  have  more  we 
can  borrow  from  the  trust  funds  and  less  we  have  to  borrow  from 
the  outside. 

So  we  basically  give  a  credit,  a  tax  credit  back  on  the  FICA  tax 
that  low-income  people  pay.  We  can  determine  exactly  where  that 
cuts  off.  It  would  not  apply  to  everyone,  but  it  would  apply  to  low- 
income  people.  That,  I  think,  would  make  an  enormous  difference. 

It  also  should  be  emphasized,  however,  we  will  continue  to  collect 
the  Social  Security  funds  as  they  are  collected  today.  This  would 
not  interfere  with  the  cash  flow  into  the  Social  Security  Trust 
Fund. 

There  are  many  thousands,  perhaps  millions  of  Americans  who 
pay  more  in  FICA  taxes  today  than  they  do  in  income  taxes.  But 
what  we  are  doing  in  this  proposal  is  giving  these  people  a  credit 
back  against  taxes  for  the  employee  portion  of  Social  Security. 

We  also  deal  with  FICA  on  businesses,  and  I  will  get  to  that  in 
a  moment. 

From  the  perspective  of  both  the  taxpayer  and  tax  collector,  ad- 
justing to  this  new  tax  will  be  both  feasible  and,  I  believe,  under- 
standable. At  the  same  time,  from  the  perspective  of  the  philosophy 
of  taxation,  the  change  portended  by  the  USA  individual  tax  could 
not  be  more  profound. 

First,  our  tax  proposal  would  rid  the  system  of  the  current  crip- 
pling double  taxation  on  savers.  Under  the  present  Tax  Code,  sav- 
ers are  taxed  once  on  the  income  saved  and  again  on  the  return 
on  those  savings.  This  is  the  fundamental,  inescapable  reason  why 


296 

the  Tax  Code  today  is  anti-savings.  It  discriminates  between  sav- 
ings and  consumption.  If  you  buy  a  $2,000  automobile  and  you  use 
that  automobile  and  thereby  do  not  have  to  pay  bus  fare  or  taxi 
fare  for  the  next  year  and  save  yourself  $200  or  $300,  you  are  not 
taxed  on  that  $200  or  $300.  But  if  you  put  that  same  $2,000  in  a 
savings  account  and  earn  6  percent  return  and  get  $120  out  of  it, 
you  pay  taxes  on  it  all  over  again.  So  we  very  definitely  tilt — the 
Tax  Code  today  tilts  against  savings,  and  we  want  to  neutralize 
that.  That  is  what  our  proposal  would  do. 

Just  as  important,  under  the  USA  individual  t£ix  each  dollar  is 
taxed  when  it  is  removed  from  society's  savings  pool,  not  before. 
This  is  a  very  important  concept.  I  think  people  have  to  understand 
that  when  other  people  save  money,  that  benefits  all  of  us,  not  just 
the  person  doing  the  saving.  The  savings  pool  that  is  created  by 
American  people,  that  savings  pool  is  where  we  get  our  capital  for 
business,  it  is  where  we  get  our  investment  money,  it  is  where  we 
borrow  our  automobile  loans,  it  is  where  we  borrow  our  home 
loans.  So  the  more  the  savings  pool  increases,  the  better  off  we  all 
are.  That  is  the  very  important  part  of  this  philosophy. 

Someone  says,  well,  I  can't  save  money.  Well,  they  will  be  better 
able  to  save  under  this  proposal,  but  other  people  saving  money 
helps  them  because,  as  the  pool  of  savings  is  larger,  we  all  have 
access  for  investment  at  lower  interest  rates  than  they  would  oth- 
erwise be.  That  is  an  enormously  important  part  of  this  philosophy. 

When  Senator  Domenici  and  I  introduce  our  USA  Tax  System 
proposal,  we  will  specify  an  individual  rate  structure  designed  to 
collect  the  same  amount  of  tax  raised  by  the  current  personal  in- 
come tax.  Correspondingly,  the  USA  business  tax,  which  I  will  de- 
scribe briefly  in  a  moment,  will  raise  the  same  amount  of  money 
as  the  current  business  income  tax  produces. 

There  is  no  shell  game  here.  We  aren't  trying  to  shift  the  tax 
burden  from  business  to  the  individual  or  vice  versa.  We  are  not 
looking  for  Senator  Long's  famous  fellow  behind  the  tree.  We  are 
really  trying  to  keep  the  business  side  producing  the  same  amount 
of  revenue  in  the  individual  side,  but  we  fundamentally  change  the 
way  it  is  produced.  We  are  not  offering  a  tax  cut  or  a  tax  increase. 

Now,  for  the  second  side  of  the  equation;  that  is,  the  business 
tax.  All  businesses,  corporate  and  non-corporate,  would  be  taxed 
the  same.  That  is  an  important  distinction  fi'om  the  current  ap- 
proach. Firms  would  deduct  expenses  from  gross  sales  to  determine 
gross  profits,  as  they  do  today.  From  those  profits,  they  would  also 
be  permitted  to  deduct  the  full  cost  of  investments  in  new  plant 
and  equipment  in  the  year  the  funds  are  expended. 

You  put  in  new  plant  and  equipment;  you  get  to  deduct  it.  You 
don't  depreciate  it.  You  deduct  it  that  year. 

These  investments,  again,  like  savings,  work  for  all  of  us.  They 
fu-e  creating  jobs.  They  are  helping  our  people  become  more  produc- 
tive. They  are  helping  people  in  terms  of  competitiveness  so  we  can 
earn  more.  Not  just  the  company  investing  is  benefiting,  but  the 
people  who  have  jobs,  the  people  who  buy  the  products,  and  the 
people  who  basically  invest  in  the  business  are. 

The  balance  after  this  deduction  would  be  taxed  at  a  low  and  flat 
rate  on  the  business.  We  now  estimate  this  rate  would  be  approxi- 
mately 10  percent.  It  is  important  to  keep  in  mind  this  rate  is 
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much  lower  than  the  current  rate.  We  are  talking  about  a  dramati- 
cally lower  rate,  but  we  are  talking  about  applying  the  rate  to  all 
businesses,  not  just  corporations. 

Beyond  allowing  an  immediate  deduction  for  investments  in  fu- 
ture growth,  the  USA  business  tax  would  be  border  adjustable.  I 
think  Senator  Rollings  particularly,  and  others,  will  be  interested 
in  this.  This  is  very  important.  Products  made  in  America  and  ex- 
ported abroad  would  not  be  taxed.  They  would  be  excluded  from 
the  revenue  of  a  company  or  a  business.  However,  when  a  com- 
pany, foreign-  or  American-owned,  manufactures  abroad  and  sells 
into  the  United  States  market,  the  company  is,  through  the  oper- 
ations of  a  new  import  levy,  taxed  essentially  the  same  as  if  its  fac- 
tory were  located  in  the  United  States.  Products  coming  in  will 
have  the  same  tax  on  them  as  products  sold  in  America. 

That  is  what  we  call  a  territorial  tax.  It  eliminates  enormous 
complexity  in  today's  Tax  Code.  It  encourages  exports,  and  most 
importantly,  it  levels  the  playing  field  in  terms  of  businesses  in 
this  country  competing  with  businesses  all  over  the  world. 

By  rebating  the  tax  on  American  exports  and  by  making  United 
States  subsi(haries  of  foreign  companies  pay  their  fair  share  of  tax, 
the  USA  would  in  one  stroke  attune  our  Tax  Code  to  world  com- 
petitive realities. 

To  enjoy  the  benefits  of  the  export  rebate  under  current  inter- 
national trade  agreements,  we  have  to  include  wages  in  the  busi- 
ness tax  base.  In  other  words,  wages  are  not  deducted.  Many  will 
be  concerned  about  that  at  first  glance,  but  there  are  two  impor- 
tant things  to  remember.  First,  the  business  tax  rate  is  going  to  be 
quite  low,  10  percent  or  hopefully  even  less.  Second,  under  our  pro- 
posal, businesses  would  receive  a  credit  for  the  employer  portion  of 
the  payroll  tax,  7.65  percent,  again  a  very  important  concept.  So 
if  the  tax  rate  is  about  10  percent,  you  get  a  credit  back  of  7.65. 
We  would  no  longer  have  this  FICA  tax  that  basically  discourages 
people  from  being  hired.  That  is  becoming  more  and  more  a  factor, 
particularly  as  it  applies  to  marginal  workers,  people  with  low 
skills. 

The  combination  of  the  low  flat  tax  and  the  payroll  tax  credit 
means  that  inclusion  of  wages  in  the  gross  tax  base  will  for  most 
businesses  result  in  a  comparatively  small  amount  of  tax.  And  we 
must  not  forget:  under  the  USA  business  tax,  unlike  the  current 
code,  firms  would  have  the  advantage  of  no  tax  on  the  exports  and, 
more  fundamentally,  the  opportunity  to  expense  the  capital  invest- 
ment necessary  to  raise  productivity  and  create  better  and  higher- 
paying  jobs. 

Because  tax  on  individual  saving  is  deducted  under  our  proposal, 
we  eliminate  enormous  complexities  in  today's  Tax  Code.  There  is 
no  reason  to  be  concerned  about  people  sheltering  their  savings  in 
corporations.  And  a  huge  portion  of  the  Tax  Code  deals  with  that, 
trying  to  prevent  people  from  having  money  stay  in  a  corporation 
and  thereby  not  pay  individual  taxes.  That  is  no  longer  a  problem 
under  the  Nunn-Domenici  proposal.  This  drives  a  huge  portion  of 
the  complexity  of  the  Tax  Code.  We  simply  do  not  need  elaborate 
rules  to  force  businesses  to  distribute  the  money  because  people 
can  save  it  on  their  own.  So  there  no  longer  is  a  need  to  do  that. 
That  will  make  a  big  difference. 
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There  will  be  no  more  fights  over  capital  gains.  We  have  been 
going  around  and  around  on  capital  gains  for  a  long  time  on  Cap- 
itol Hill,  and  I  think  this  proposal  will  end  that  fight  if  it  passes. 
All  income  would  be  treated  alike.  The  wage  earner  that  earns 
$40,000  a  year  would  have  the  same  opportunity  to  save  as  the 
person  who  makes  a  capital  gain  of  $40,000,  and  the  income  would 
be  treated  alike.  The  key  would  be  what  they  did  with  the  income. 
If  it  is  reinvested,  the  taxation  on  it  would  be  deferred.  If  it  is  not 
reinvested,  if  it  is  consumed,  then  ordinary  rates  would  apply.  The 
factory  worker  and  the  stock  investor  would  be  treated  the  same. 

Senator  Domenici  and  I  want  to  simplify  the  Tax  Code  and  make 
sure  it  serves  the  long-term  national  interest  by  encouraging 
growth  and  a  higher  standard  of  living.  There  is  a  direct  connection 
between  savings  and  real  income  for  our  people.  We  need  more 
thrift,  not  for  thrift's  sake,  but  because  our  willingness  to  save  and 
invest  today  means  more  jobs  and  greater  wealth  tomorrow,  more 
abiUty  to  consume  tomorrow.  Our  parents  saved  to  provide  us  with 
this  wonderful  country  we  have  today  and  the  current  prosperity 
we  have.  We  owe  the  next  generation  no  less. 

Thank  you,  Mr.  Chairman  and  members  of  the  committee. 

Chairman  Domenici  [presiding].  Thank  you  very  much. 

[The  prepared  statement  of  Senator  Nunn  follows:] 
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Prepared  Statement  of  Senator  Sam  Nunn 

Mr.  Chairman,  I  appreciate  the  invitation  to  testify  about 
the  Nunn-Domenici  Unlimited  Savings  Allowance  (USA)  tax  proposal. 
It  is  a  pleasure  to  return  to  the  Budget  Committee.   I  enjoyed 
the  years  I  served  on  this  Committee  in  the  1970s  and  I  am 
pleased  to  return  here  this  morning  to  take  part  in  its 
discussion  of  tax  reform  for  the  21st  Century. 

In  reviewing  today's  tax  code  and  its  adequacy  in  serving 
the  needs  of  our  Nation  in  the  next  century,  in  my  view,  it  is 
broken  and  it  cannot  be  fixed^   We  have  to  replace  it.   That  is 
what  the  Nunn-Domenici  proposal  is  all  about  and  one  that  we  will 
be  introducing  sometime  in  the  coming  weeks.   It  is  in  the 
drafting  stage  now.   It  will  require  review. 

Senator  Domenici  and  I  certainly  will  be  introducing  it  in 
the  spirit  of  welcoming  both  debate,  constructive  suggestions, 
and  even  constructive  criticism,  because  we  believe  it  is  going 
to  be  a  major  change  in  the  way  America  taxes  itself  and  the  way 
America  saves  money  and  the  way  America  invests  money. 

I  believe  it  is  going  to  have  a  tremendous  effect  on  the 
American  economy  of  a  period  of  time  if  it.  is  enacted  and 
implemented,  and  we  hope  it  will  be. 

As  my  colleagues  know,  in  the  coming  days  many  proposals  to 
change  different  components  of  the  tax  code  are  likely  to  come 
before  the  Senate  --  initiatives  to  expand  IRAs,  to  accelerate 
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depreciation  schedules  of  business  investments,  to  provide 
differential  tax  treatment  for  gains  on  capital  investment,  and 
other  proposals. 

What  drives  these  and  similar  proposals  is  the  important 
truth  that  the  current  tax  code  penalizes  the  efforts  of 
individuals  and  businesses  to  save  and  invest  more  of  their 
current  income  to  pay  for  future  obligations  and  to  ensure  future 
prosperity. 

Senator  Domenici  and  I  believe  we  must  raise  the  national 
level  of  savings.   If  someone  does  not  agree  with  that,  then  they 
will  not  favor  this  change.   If  they  do  agree  with  it,  then  I 
think  there  is  a  tremendous  opportunity  here  to  make  the  changes 
that  we  are  talking  about. 

Higher  levels  of  saving  lead  to  higher  levels  of  investment. 
Higher  levels  of  investment  lead  to  higher  productivity.   It  is 
only  through  higher  productivity  that  we  can  improve  our  Nation's 
economy  and  its  capacity  to  create  more  and  better  jobs  for  our 
people  and,  ultimately,  a  higher  standard  of  living  for  our 
people.   So  that  it  the  chain  on  which  we  have  to  focus.   Savings 
in  this  country  will  pay  off  in  terms  of  the  standard  of  living 
of  the  American  people. 

Senator  Domenici  and  I  do  not  think,  however,  that 
incremental  changes  will  be  equal  to  the  large  task  before  us. 
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Our  fear  is  that  incremental  changes,  however  well-intentioned, 
will  complicate  an  already  Byzantine  tax  code  without  yielding 
the  new  savings  and  investment  all  of  us  seek.   There  is  a  better 
way. 

In  a  few  weeks,  we  will  introduce  a  comprehensive  proposal 
to  replace  the  individual  and  corporate  income  tax  code  with  an 
alternative  that  will  accomplish  everything  the  piecemeal  reform 
attempts  tried  to  accomplish  and  much,  much  more.   We  believe 
this  sort  of  fundamental  reform  is  essential  and  well  within  the 
capacity  of  the  Congress  to  enact. 

After  careful  consideration.  Senator  Domenici  and  I  agree 
that  if  we  are  serious  about  our  Nation's  future,  we  must  scrap 
the  current  tax  system  and  put  in  its  place  a  system  that  works. 

What  do  we  mean  by  a  tax  system  that  works?   We  mean  a 
system  that  encourages  savings  and  investment.   We  mean  a  system 
that  is  perceived  to  be  fair  by  the  American  people.   We  mean  a 
system  that  is  understandable.   We  mean  a  system  that  wrings 
fewer  dollars,  less  forms,  less  paperwork,  less  complication, 
less  litigation,  and  less  sweat  from  our  citizens  and  businesses 
in  trying  to  comply  with  it. 

We  mean  a  system  attuned  to  international  competitive 
realities  and  I  will  speak  more  on  that  in  a  moment.   We  mean  a 
system  that  is  fiscally  responsible.   There  is  no  point  in 


302 

creating  a  new  tax  code  that  increases  private  sector  components 
of  national  savings  while  squandering  the  public  sector  component 
of  savings  by  allowing  the  deficit  to  balloon. 

We  call  our  new  tax  system  the  USA  Tax  System  or  the 
Unlimited  Savings  Allowance  Tax  System.   It  is  a  single, 
integrated  tax  in  two  parts:   a  low,  flat  tax  on  all  businesses 
and  a  progressive  tax  on  individual  incomes.   These  two  parts 
flow  together.   It  is  important  that  people  not  separate  them  in 
their  own  mind  because  if  they  do,  they  will  not  grasp  the 
significance  of  the  whole  concept. 

This  proposal  allows  an  unlimited  deduction  at  the  business 
level  for  capital  investment  and,  most  important,  it  permits  all 
citizens  an  unlimited  deduction  for  the  amount  of  their  annual 
incomes  they  save  and  invest.   The  USA  Tax  System  directly  and 
systemically  addresses  our  saving  and  investment  problem. 

To  the  individual  it  says,  "If  you  choose  to  defer  some  of 
your  current  consumption  in  favor  of  saving  income  for  your 
future  and  the  future  of  your  children,  the  tax  code  will  not 
penalize  you  for  doing  so." 

And  to  business  enterprise,  whether  very  small  or  very 
large,  manufacturing,  service,  or  agricultural,  the  USA  Tax 
System  says,  "If  you  choose  to  invest  your  profits  in  a  new 
machine  or  a  new  process  that  will  help  you  grow  and  put  more 
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people  to  work,  the  tax  code  will  help  m^ike  this  feasible."   The 
USA  Tax  System,  by  its  very  nature,  would  align  the  way  we  rax 
with  our  common  desire  to  provide  our  people  with  a  better 
future,  a  better  tomorrow. 

Let  me  turn  briefly  to  a  description  of  how  both  the 
individual  side  and  the  business  side  would  work  and  mesh 
together.   Under  the  USA  tax  system,  income  would  be  defined  much 
the  same  as  it  is  today.   But  --  and  here  is  the  crucial 
difference  --  taxpayers  would  have  the  right  to  subtract  the 
amount  they  saved  and  invested  from  what  they  earned  during  the 
year  before  they  pay  their  tax.   Taxes  on  these  savings  and 
investment  would  be  deferred  until  spent.   The  balance  would  be 
subject  to  tax. 

Let  me  make  clear  that  the  USA  individual  tax  defines 
savings  as  "net  new  savings."   There  will  be  no  deduction  for 
mere  portfolio  shifting.   Taxpayers  only  receive  credit  for  net 
additions  to  their  saving.   At  the  same  time,  however,  the  "SA 
individual  tax  places  no  limit  on  the  amount  of  an  individual's 
net  new  saving  that  he  or  she  may  deduct  from  gross  income.   Nor 
must  that  saving  be  limited  to  a  specific  use,  such  as 
retirement . 

Ultimately,  the  unlimited  saving  allowance  is  about  giving 
taxpayers  greater  freedom  and  responsibility.   The  freedom  ro 
save  as  much  as  they  want  and  the  responsibility  to  save  for 
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whatever  is  important  to  them. 

Along  with  the  savings  allowance,  the  USA  individual  tax 
includes  a  few  other  deductions  --  only  a  few  because  for  every 
deduction  we  add,  marginal  tax  rates  must  increase  in  order  to 
raise  the  same  am.ount  of  revenue. 

The  most  important  deduction  is  a  generous  family  living 
allowance.   It  is  similar  to,  but  much  larger  than,  the  current 
standard  deduction.   By  providing  a  family  living  allowance,  we 
ensure  that  working  Americans  on  the  low  end  of  the  economic 
ladder  are  not  taxed  on  essential  spending  for  food,  shelter,  and 
the  other  necessities  of  life. 

The  USA  individual  tax  retains  the  current  deduction  for 
home  mortgage  interest  and  for  contributions  to  charity.   It  also 
allows  a  deduction  for  tuition  expenses  for  post -secondary 
education,  whether  college,  trade  or  vocational  school,  or 
remedial  education. 

This  innovation  recognizes  the  importance  of  investment  in 
our  young  people  and  really,  for  that  matter,  in  adults  who  want 
to  have  continuing  education  as  a  key  component  of  our  future 
prosperity.   Our  prosperity  depends  not  only  on  financial  capital 
but  also  on  human  capital,  and  this  proposal  recognizes  that 
essential  fact. 
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It  parallels  the  deduction  the  USA  business  tax  allows  for 
investments  in  physical  capital.   Once  the  taxpayer  has 
calculated  his  or  her  gross  income  and  subtracted  the  allowable 
deductions,  the  remainder  is  subject  to  tax. 

Our  USA  individual  tax  proposal  will  have  graduated  rates. 
On  the  individual  side,  we  are  proposing  a  progressive  system, 
not  a  flat  tax.   I  do  not  believe  that  it  is  necessary  nor 
desirable  to  abandon  fairness  in  order  to  fashion  a  simpler,  more 
efficient,  growth-oriented  tax  code.   There  will  be  those  who 
want  to  move  toward  a  flat  tax.   Our  system  is  not  incompatible 
with  that,  but  I  believe  myself  that  we  should  retain  the  current 
progressive  system  based  on  the  amount  of  income  that  a  person 
takes  in,  less  the  savings  that  they  make. 

I  think  everyone  should  recognize,  however,  marginal  rates, 
higher  rates  at  the  margin,  will  not  have  anything  like  the  same 
effect  they  have  today  because  these  will  be  marginal  rates  after 
deferring  the  tax  on  saving  and  investment,  a  totally  different 
psychology,  and  I  hope  people  stop  and  think  about  that  as  they 
weigh  the  question  of  flat  versus  progressive  taxation. 

Under  the  USA  individual  tax,  lower- income  working  Americans 
are  allowed  a  tax  credit  for  their  portion  of  the  payroll  tax. 
The  USA  individual  tax  also  retains  the  earned- income  tax  credit. 

The  most  regressive  part  of  our  current  tax  code  and  one  of 
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the  things  that  happened  most  regrettably  in  the  1980s  is  that 
low  and  medium- income  people  basically  had  a  higher  percent  of 
their  money  going  into  overall  taxation,  because  while  the  income 
tax  came  down  where  they  would  be  taxed  at  lower  rates,  the  FICA 
tax,  the  self -employment  tax,  and  the  tax  on  a  checkoff  on 
employees  went  up  and  went  up  significantly. 

There  are  many  thousands,  perhaps  millions,  of  Americans  who 
pay  more  in  the  FICA  tax  than  they  do  in  income  tax.   So  what  we 
are  doing  in  this  proposal  --  and  this  is  a  strong  element  of 
fairness  to  those  of  modest  incomes  --  is  we  are  giving  those 
people  a  credit  back  against  taxes  for  the  employee  portion  of 
Social  Security.   We  also  are  giving  a  credit  back  to  the 
businesses  --  and  I  will  mention  that  in  a  moment  --  for  their 
portion.   This  ensures  fair  treatment  for  people  of  modest  means. 

The  payroll  tax  credit  mitigates  the  current  tax  code's 
harsh  regressivity  while  preserving  the  financial  foundation  of 
the  Social  Security  System,  and  I  think  people  who  are  concerned 
about  that  should  recognize  the  same  amount  of  money  will  go  in 
from  employees  and  employers. 

The  simplicity  gains  of  the  USA  individual  tax  are  obvious. 
The  administrative  apparatus  to  collect  the  tax  is  already  in 
place.   We  do  not  have  to  have  a  new  administrative  apparatus 
which  would  be  required  under  anything  like  a  VAT. 
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From  the  perspective  of  both  the  taxpayer  and  tax  collector, 
adjusting  to  this  new  tax  will  be  both  feasible  and,  I  believe, 
understandable . 

At  the  same  time,  from  the  perspective  of  the  philosophy  of 
taxation,  the  change  portended  by  the  USA  individual  tax  could 
not  be  more  profound.   Profound  change  is  what  we  call  for. 

First,  our  tax  proposal  would  rid  the  system  of  the  current, 
crippling  double  taxation  of  savers.   Under  the  present  tax  code, 
savers  are  taxed  once  on  the  income  saved,  and  again  on  the 
returns  to  those  savings.   This  is  the  fundamental,  inescapable 
reason  why  the  tax  code  today  is  anti -saving.   The  USA  individual 
tax  would  tax  every  dollar  of  income  once  and  only  once. 

Just  as  important,  under  the  USA  individual  tax,,  each  dollar 
is  taxed  when  it  is  removed  from  society's  saving  pool,  not 
before.   I  think  people  have  to  understand  that  savings  goes  to 
the  benefit  of  all  Americans,  not  just  the  person  saving.   That 
savings  pool  is  where  we  get  our  capital  for  business,  for 
investment,  for  automobile  loans,  and  for  home  loans.   So  the 
more  that  the  savings  pool  increases,  the  better  off  we  all  are, 
and  that  is  an  important  part  of  this  philosophy. 

Based  on  the  history  of  the  world,  not  just  the  United 
States,  it  is  my  view  we  will  always  have  taxes  to  pay  as  long  as 
we  have  civilization,  but  is  it  not  better  to  tax  people  when 
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they  take  out  of  society's  common  savings  and  investment  pot 
rather  than  when  they  put  money  into  this  pot?   That,  again,  is 
the  philosophy  of  what  we  are  talking  about. 

The  USA  individual  tax,  by  deferring  the  tax  on  saved 
income,  does  just  that. 

When  Senator  Domenici  and  I  introduce  our  USA  Tax  Systeir. 
proposal,  we  will  specify  an  individual  rate  structure  designed 
to  collect  the  same  amount  of  money  raised  by  the  current 
personal  income  tax.   Correspondingly,  the  USA  business  tax, 
which  I  shall  describe  in  a  moment,  will  raise  the  same  amour.z  of 
money  as  the  current  business  income  tax  produces. 
There  is  no  shell  game  here.   We  aren't  trying  to  shift  the  tax 
burden  from  business  to  the  individual  or  from  the  rich  to  the 
poor.   We  are  not  looking  for  that  elusive  fellow  behind  the  zree 
that  the  Senator  from  Louisiana,  Senator  Long,  used  to  talk  acout 
with  such  great  humor  and  with  such  great  specificity  to  the 
point  being  made  in  the  debate  that  was  taking  place  then  and 
continues  to  take  place,  always  looking  for  someone  else  to  tax. 

In  the  final  analysis,  everybody  pays  taxes.   That  is  nc" 
going  to  change.   We  are  not  offering  a  tax  cut  or  a  tax 
increase.   We  are  proposing  a  change  in  the  way  our  democracy 
raises  revenue. 

With  that  in  mind,  let  me  describe  the  second  component  rf 
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our  new  tax  proposal:   the  USA  business  tax. 

Under  the  USA  business  tax,  all  businesses,  corporate  and 
non-corporate,  would  be  taxed  the  same.   Firms  would  deduct 
expenses  from  gross  sales  to  determine  gross  profits,  as  they  do 
today.   From  those  profits  they  would  also  be  permitted  to  deduct 
the  full  cost  of  all  investments  in  new  plant  and  equipment  in 
the  year  the  funds  are  expended. 

These  investments  work  for  all  of  us  --  not  just  the  company 
investing  but  the  people  who  have  jobs,  the  people  who  buy  the 
products,  and  the  people  who  basically  invest  in  the  business. 

The  balance  would  be  taxed  at  a  low  and  flat  rate.   We  now 
estimate  this  rate  to  be  approximately  10%.   That  is  not 
absolutely  precise,  but  when  people  are  looking  at  this  business 
tax  and  the  fundamental  changes  made  in  it,  they  need  to 
understand  we  are  not  talking  about  the  same  rate  structure  as 
today.   We  are  talking  about  a  dramatically  lower  rate,  but  we 
are  applying  it  to  all  businesses,  not  simply  corporations. 

Beyond  allowing  an  immediate  deduction  for  investments  in 
future  growth,  the  USA  business  tax  would  be  border  adjustable. 
That  is  enormously  important.   Products  made  in  America  and 
exported  abroad  would  not  be  taxed.   I  repeat  that,  because  it  is 
fundamental  and  it  is  important.   Products  made  in  America  and 
exported  would  not  be  taxed.   However,  when  a  company,  foreign  or 
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American -owned,  manufactures  abroad  and  sells  into  the  United 
Stats  market,  the  company  is,  through  the  operations  of  a  new 
import  levy,  taxed  essentially  the  same  as  if  its  factory  were 
located  in  the  United  States.   Products  coming  in  will  be  taxed 
the  same  as  products  sold  in  America. 

In  other  words,  this  is  a  territorial  tax.   It  eliminates 
enormous  complexity  in  today's  tax  code.   It  encourages  exports, 
and  it  levels  the  playing  field  in  terms  of  businesses  in  this 
country  competing  with  businesses  all  over  the  world. 

By  rebating  the  tax  on  American  exports  and  by  making  U.S. 
subsidiaries  of  foreign  companies  pay  their  fair  share  of  tax, 
the  USA  would  in  one  stroke  attune  our  tax  code  to  world 
competitive  realities. 

To  enjoy  the  benefits  of  the  export  rebate  under  current 
international  trade  agreements,  we  have  to  include  wages  in  ir.e 
business  tax  base.   Many  will  be  concerned  about  that.   But  zr.ere 
are  two  important  things  to  remember.   First,  our  business  tax 
rate  would  be  quite  low  --  10%  or,  hopefully  even  less.   Secrr.d, 
under  our  proposal,  businesses  would  receive  a  credit  for  the 
employer  share  of  the  payroll  tax  --  7.65%,  again  a  very 
important  concept . 

The  combination  of  the  low,  flat  rate  and  the  payroll  tax 
credit  means  that  inclusion  of  wages  in  the  gross  tax  base  will 
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for  most  businesses  result  in  a  comparatively  small  amount  of 
tax.   And  do  not  forget:   under  the  USA  business  tax,  unlike  the 
current  code,  firms  would  have  the  advantage  of  no  tax  on  their 
exports  and,  more  fundamentally,  the  opportunity  to  expense  the 
capital  investment  necessary  to  raise  productivity  and  create 
better  and  higher  paying  jobs. 

While  I  have  described  the  USA  business  and  individual  tax 
apart  from  one  another,  it  is  essential  to  regard  them  as 
comprising  a  single  tax  levied  in  two  places:   at  the  level  of 
the  firm  where  wealth  is  created  and  at  the  level  of  the 
individual  where  wealth  is  received.   The  key  to  the  USA  Tax 
System  and  what  makes  it  work  is  the  fundamental  principle  of  rhe 
saving  deduction  for  the  individual  taxpayer. 

The  deduction  for  individual  saving  permits  a  new 
perspective  toward  designing  the  business  tax.   Because  tax  or. 
individual  saving  is  deferred  until  spent  under  our  proposal,  it 
eliminates  enormous  complexities  in  today's  tax  code.   There  is 
no  reason  to  be  concerned  about  people  sheltering  their  savings 
in  corporations.    This  drives  a  huge  portion  of  the  complexity 
of  the  tax  code.   We  do  not  need  elaborate  rules  to  force 
businesses  to  distribute  "sheltered"  saving. 

In  an  economy  with  a  gross  domestic  product  of  over  $6 
trillion,  taxation  will  never  be  a  completely  simple  affair.   But 
because  the  USA  Tax  System  eliminates  the  need  for  rules  against 
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sheltering  and  because  it  is  based  on  cash  rather  than  accrual 
accounting,  it  promises  real  advances  in  simplicity  and  clarity. 

On  the  day  of  its  enactment.  Senator  Domenici  and  I  believe 
that  whole  volumes  of  tax  code  complications  would  fall  away  into 
welcome  oblivion.   The  tax  shelter  industry  would  shrink  and 
compliance  costs  would  plummet.   There  would  be  no  more  fights 
over  capital  gains.   All  income  would  be  treated  alike.   The  wage 
earner  that  earns  $40,000  a  year  would  have  his  income  treated 
the  same  as  someone  who  has  $40,000  in  capital  gains. 

The  key  is  what  they  would  do  with  it.   If  it  is  reinvested, 
then  the  taxation  on  it  would  be  deferred.   It  is  not  reinvested, 
if  it  is  consumed,  then  ordinary  tax  rates  would  apply.   And  that 
would  be  the  same  for  the  factory  worker  as  for  the  investor  who 
sits  at  home  with  stock  investments  or  bond  investments  or  other 
kinds  of  investments. 

There  would  be  no  more  fights  over  capital  gains,  investment 
tax  credits.  Individual  Retirement  Accounts,  and  other  targeted 
incentives  for  saving.   The  USA  Tax  System  eliminates  these 
issues  because  it  offers  a  blanket  deduction  for  personal  saving 
and  business  investment. 

Senator  Domenici  and  I  want  to  simplify  the  tax  code  and 
make  sure  it  serve  the  long-term  national  interest  by  encouraging 
growth  and  a  higher  standard  of  living.   There  is  a  direct 
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connection  between  savings  and  real  income  for  our  people.   We 
need  more  thrift  not  for  thrift's  sake  but  because  our 
willingness  to  save  and  invest  today  means  more  jobs  and  greater 
wealth  tomorrow  --  more  ability  to  consume  tomorrow.   Our  parents 
saved  to  provide  us  with  our  current  prosperity;  we  owe  the  next 
generation  no  less. 

A  good  way  to  begin  to  understand  that  the  current  tax 
system  is  broken  and,  in  my  opinion,  it  cannot  be  fixed.   In  a 
very  real  way,  it  has  abetted  our  irresponsible  tendency  to  live 
beyond  our  means.   Our  current  tax  code  I  believe  must  be 
abolished  and  replaced. 

We  must  being  anew.   The  USA  tax  system  provides  a  way  to 
eliminate  the  cynical  complexities,  the  special  subsidies,  the 
crippling  biases  present  in  the  current  code.   By  accomplishing 
real  reform  of  the  tax  system,  this  Congress  can  take  a  giant 
step  toward  securing  our  future. 
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Chairman  DOMENICI.  Members  of  the  committee  and  guests,  I 
hope  somebody  has  told  you  why  I  was  late. 

Senator  Hollings.  I  did. 

Chairman  DOMENICI.  Thank  you. 

Senator  Nunn,  I  actually  was  with  the  Secretary  of  Defense  for 
about  an  hour,  and  you  probably  know  what  that  is  about.  We  were 
discussing  base  closures 

Senator  Nunn.  I  told  Congressman  Armey  that  he  was  going  to 
have  to  assume  responsibility  for  that.  That  was  his  proposal,  you 
know.  Although  I  have  to  say,  I  sponsored  it  on  the  Senate  side, 
Mr.  Chairman,  so  we  are  both  sitting  in  your 

Chairman  DOMENICI.  Representative  Armey,  somebody  said, 
could  you  have  Newt  save  it  by  putting  it  in  the  contract?  [Laugh- 
ter.] 

I  told  him  you  were  going  to  be  here  today  and  that  I  would  ask 
you.  But,  no,  I  will  not  ask  you. 

Where  are  we  now  in  the  schedule?  OK  Mr.  Toder,  Deputy  As- 
sistant Secretary  for  Tax  Analysis,  please  proceed. 

STATEMENT  OF  ERIC  J.  TODER,  DEPUTY  ASSISTANT  SEC- 
RETARY FOR  TAX  ANALYSIS,  UNITED  STATES  DEPARTMENT 
OF  THE  TREASURY 

Mr.  TODER.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman  and  members  of  the  committee,  I  have  a  longer 
statement  for  the  record,  and  I  would  like  to  summarize  it  if  I  may. 

Chairman  DOMENICI.  The  statement  will  be  made  part  of  the 
record. 

Mr.  TODER.  Thank  you. 

I  £un  pleased  to  discuss  today  proposals  for  fundamental  reform 
of  the  tax  system.  During  the  last  2  years,  several  plans  have  been 
introduced  that  would  replace  all  or  part  of  the  income  t£ix  and 
payroll  taxes  with  a  tax  on  consumption.  The  most  important  rea- 
son to  consider  replacing  the  income  tax  with  a  consumption  tax 
is  that  the  change  could  increase  saving  and  capital  formation  and 
thereby  raise  our  standard  of  living  in  the  long  run.  Depending  on 
how  it  is  designed,  a  consumption  could  also  improve  economic  effi- 
ciency and  simplify  the  tax  system. 

There  are  many  ways  to  administer  a  consumption  tax,  and  the 
proposals  discussed  today  are  several  of  the  variations.  But  all  such 
taxes  have  one  element  in  common.  They  all  tax  income  only  when 
it  is  spent  on  consumer  goods  and  services,  or  equivalently,  they  all 
exempt  income  from  new  savings  from  tax. 

Mr.  Chairman,  we  recognize  that  the  current  U.S.  Income  Tax 
System  has  many  defects,  and  we  welcome  discussion  on  how  to  re- 
form it.  But  radical  changes  to  the  tax  system,  especially  changes 
that  would  completely  replace  the  existing  system,  involve  major 
costs  and  risks.  As  with  all  tax  proposals,  these  reform  ideas 
should  be  evaluated  carefully  according  to  their  ability  to  achieve 
fundamental  tax  policy  objectives. 

We  believe  a  tax  system  should:  raise  sufficient  revenues,  distrib- 
ute the  burden  of  taxes  equitably,  avoid  excessive  intrusion  of  tax 
considerations  into  private  economic  decisions,  promote  economic 
prosperity  and  growth,  and  limit  the  costs  to  families  and  busi- 
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nesses  of  compljdng  with  the  t£ix  and  the  costs  to  the  Government 
of  administering  it. 

Reforms  should  also  include  rules  to  minimize  windfall  gains  and 
unexpected  losses  during  the  period  of  transition  to  a  new  system. 
Consumption  tax  proposals,  in  particular,  require  special  transition 
rules  to  prevent  taxing  consumption  from  previously  taxes  income, 
which  could  impose  severe  tax  burdens  on  elderly  Americans. 

The  current  Federal  income  tax  promotes  widely  held  social  and 
economic  goals,  such  as  home  ownership,  private  charitable  giving, 
and  the  provision  of  medical  insurance  by  employers.  We  expect 
that  a  new  consumption  tax  would  still  promote  social  and  eco- 
nomic gosds,  but  continued  use  of  the  tax  system  for  these  purposes 
would  greatly  lessen  the  possibilities  for  simplification  and  tax  rate 
reduction  from  replacing  our  current  income  tax  with  a  pure  ver- 
sion of  a  consumption  tax. 

In  my  written  testimony,  I  describe  the  various  types  of  con- 
sumption taxes'  distributional  and  economic  effects  of  replacing  the 
income  tax  with  a  consumption  tax,  transition  issues,  and  some  is- 
sues related  to  specific  economic  sectors  that  would  have  to  be  ad- 
dressed, as  well  as  the  relationship  of  a  Federal  consumption  tax 
with  State  and  local  retail  sales  taxes. 

I  comment  briefly  now  on  four  issues:  distributional  effects,  ef- 
fects on  saving,  effects  on  costs  of  compliance  and  administration, 
and  issues  in  transition  from  the  current  tax  system  to  a  consump- 
tion tax. 

A  consumption  tax  would  typically  place  a  higher  burden  on  low- 
and  middle-income  families  who  usually  do  not  save  much  of  their 
incomes  than  an  income  tax  with  the  same  rate  structure.  In  this 
regard,  eliminating  the  tax  on  income  from  new  capital  benefits 
high-income  families  because  they  receive  the  bulk  of  income  from 
capital.  Replacing  graduated  rates  with  a  flat  rate  would  ftirther 
shift  the  tax  burden  from  high-income  families  to  middle-  and  low- 
income  families.  • 

Table  1  in  my  testimony  and  the  attached  chart  shows  the  dis- 
tributional effect  of  replacing  the  revenue  of  the  corporate  and  per- 
sonal income  taxes  with  a  flat  rate  consumption  tax.  At  a  revenue- 
neutral  tax  rate  of  14.3  percent,  aggregate  after-tax  income  would 
decline  by  between  2  percent  and  11  percent  for  groups  of  families 
with  incomes  under  $100,000  and  increase  by  14  percent  for  fami- 
lies with  incomes  of  $200,000  or  more. 

Table  1  and  Chart  1  illustrate  the  simplest  and  most  regressive 
version  of  a  consumption  tax. 
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Chart  1:  Distributional  Effect  of  Replacing 

Current  Individual  and  Corporate  Income  Taxes 

with  a  14.3%  Flat  Rate  Consumption  Tax 


%  Change  in  After-Tax  Income 
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Source:  Department  of  the  Treasury  (See  Table  1  lor  details) 

There  are  a  number  of  ways  to  make  consumption  taxes  less  re- 
gressive or  even  progressive.  European  countries  reduce  the 
regressivity  of  value-added  taxes  by  exempting  specific  goods  and 
services  from  the  tax  or  taxing  them  at  a  lower  rate.  This  approach 
does  not  make  the  VAT  much  less  regressive,  however,  because  tax 
relief  from  exempting  specific  goods  and  services  is  not  directly  tar- 
geted to  low-income  fEunilies. 

Consumption  taxes,  such  as  the  proposals  on  the  table  today, 
that  are  collected  wholly  or  in  part  from  individuals  can  better  ac- 
count for  differences  in  ability  to  pay  among  families  and  individ- 
uals than  those  that  are  collected  solely  from  businesses.  Such 
taxes  can  be  made  progressive  by  providing  standard  deductions  for 
low-income  families  and/or  graduated  rates.  But  a  consumption  tax 
that  is  collected  solely  from  individuals  would  be  in  important  ways 
more  complex  than  our  current  income  tax. 

Replacing  the  income  tax  with  a  consumption  tax  could  encour- 
age saving  and  capital  formation  and  thereby  promote  economic 
growth.  But  a  consumption  tax  would  not  tax  the  return  to  saving 
and  new  investment.  An  income  tax  does  tax  this  return  and  there- 
by discourages  saving  and  investment  to  some  degree. 

We  consider  the  low  rate  of  U.S.  saving  to  be  a  very  serious  con- 
cern, but  are  also  concerned  as  to  how  much  the  proposals  under 
consideration  at  this  hearing  would  help.  As  Table  2  shows,  the 
National  saving  rate  in  the  United  States  has  declined  in  the 
1980's  compared  to  the  previous  decades.  That  table  is  at  the  back 
of  the  testimony.  Net  private  saving  has  declined,  and  net  public 
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dissaving  has  increased,  the  latter  largely  because  of  Federal  defi- 
cits. 

Table  2. 

Components  of  Net  U.S.  National  Savings  as  a  Percentage  of  GDP 

1929  -  1994 
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Source:  Department  of  Commerce.  Bureau  of  Economic  Analysis 

The  decline  in  saving,  however,  does  not  appear  directly  related 
to  changes  in  tax  policy.  Marginal  tax  rates  were  lowered  substan- 
tially during  the  1980's,  and  new  saving  incentives  were  intro- 
duced, but  the  overgdl  rate  of  savings  still  fell. 

A  major  issue  is  how  much  substituting  a  consumption  tax  for 
the  income  tax  would  boost  total  private  saving.  If  the  rate  of  re- 
turn on  saving  goes  up,  individuals  would  increase  saving  for  fu- 
ture consumption  because  a  dollar  of  reduced  consumption  would 
now  produce  more  consumption  in  the  future.  Most  statistical  re- 
search by  economists,  however,  finds  that  the  effect  of  increasing 
the  rate  of  return  on  saving  is  small  or  negligible. 

While  a  pure  consumption  tax  would,  in  theory,  encourage  pri- 
vate saving  more  than  a  pure  income  tax,  the  effect  on  saving  of 
substituting  a  consumption  tax  for  our  existing  income  tax  is  less 
clear.  Our  current  income  tax  includes  powerful  incentives  for  em- 
ployers to  provide  retirement  saving  plans  for  all  their  employees, 
including  low-income  employees  who  would  not  be  likely  to  save 
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more  if  capital  income  were  exempt  from  tax.  The  incentive  for  em- 
ployers to  establish  retirement  plans  would  be  generally  much 
weaker  under  a  consumption  tax. 

An  alternative  way  to  use  tax  policy  to  increase  private  saving 
is  to  broaden  savings  incentives  within  the  framework  of  the  exist- 
ing income  tax.  Provisions  that  directly  encourage  people  to  deposit 
some  of  their  earnings  in  tax-favored  accounts,  such  as  IRA's  and 
401(k)  plans,  could  be  more  cost-effective  ways  of  increasing  saving 
without  overturning  the  entire  Income  Tax  System.  The  President's 
1996  budget  has  proposed  expanding  the  eligibility  rules  for  con- 
tributing to  IRA's. 

Simplification  of  the  tsix  system  is  a  primary  goal  of  many  tax 
reform  proposals  and  one  which  we  support.  One  source  of  complex- 
ity in  our  current  Income  Tax  System,  the  measurement  of  capital 
income,  as  Senator  Nunn  has  alluded  to,  would  be  largely  absent 
from  a  consumption  tax. 

Three  other  important  sources  of  complexity — provisions  to  dis- 
tribute the  tax  burden  equitably,  rules  to  measure  the  consumption 
component  of  business  income  properly,  and  provisions  that  use  the 
tax  system  to  advance  certain  non-tax  social  and  economic  poli- 
cies— would  likely  continue  under  any  consumption  tax.  Rules  to 
measure  net  saving  and  dissaving  would  introduce  significant  new 
complexity  not  present  in  the  income  tax  if  the  consumption  tax 
were  collected  from  individuals. 

Unlike  the  existing  income  t£ix,  a  consumption  tax  collected  from 
individuals  would  require  the  measurement  of  net  annual  changes 
in  wealth,  both  through  new  saving  and  borrowing.  The  result 
could  be  at  least  as  complex  as  the  current  income  tax,  requiring 
numerous  new  taxpayer  reporting  requirements  and  introducing 
new  t£ix  concepts  and  calculations. 

In  the  modem  U.S.  economy,  even  a  moderate-income  family 
might  in  a  typical  year  purchase  deductible  mutual  fund  shares 
through  a  dividend  reinvestment  plan,  cash  in  a  bond,  and  carry 
balances  on  several  credit  cards.  It  is  likely  that  the  average  Amer- 
ican would  consider  a  requirement  to  produce  annual  balance  sheet 
statements  for  the  tax  collector  to  be  a  new  and  onerous  reporting 
burden. 

A  consumption  tax  that  continues  to  promote  social  and  economic 
goals,  such  as  home  ownership,  would  also  add  complexity.  Home 
ownership  is  treated  preferentially  under  the  current  income  tax  by 
allowing  families  a  deduction  for  interest  they  pay  on  their  home 
mortgages.  Because  consumption  taxes,  unlike  the  income  tax, 
would  exempt  interest  income  from  tax,  continuing  to  allow  a  de- 
duction for  mortgage  interest  paid  would  encourage  home  owners 
to  incur  additional  borrowing  beyond  their  financing  needs  for  their 
homes.  Borrowing  to  transfer  money  to  a  savings  account  would  re- 
duce tax  liability  if  the  loan  proceeds  are  tax-exempt  because  the 
amount  deposited  in  a  savings  account  would  be  deductible.  Rules 
to  prevent  this  type  of  tax  arbitrage  would  be  complex  and  difficult 
to  enforce. 

Finally,  a  very  significant  issue  in  converting  to  a  consumption 
tax  system  is  how  to  treat  the  return  to  wealth  that  was  accumu- 
lated out  of  after-tax  income  under  the  income  tax.  Transition  rules 
would  be  required  to  relieve  the  tax  burden  on  savers  who  have  al- 
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ready  paid  income  taxes  on  their  savings  and  would  be  taxed  again 
when  those  savings  were  spent  under  a  consumed  income  tax. 

For  example,  without  a  transition  rule  for  past  savings,  a  retiree 
who  accumulated  $100,000  in  a  savings  account  out  of  after-tax  in- 
come before  the  imposition  of  the  new  tax  would  be  taxed  on  with- 
drawals from  that  account  that  are  for  consumption  expenditures. 
It  is  difficult,  however,  to  design  rules  that  differentiate  between 
the  retiree  who  is  living  off  accumulated  saving  and  individuals 
who  only  rearrange  assets  among  accounts.  Allowing  tax-free  with- 
drawals from  existing  assets  would  enable  any  individual  with  ac- 
cumulated wealth  to  gain  a  tax  deduction  simply  by  transferring 
old  assets  into  new  savings  accounts  and  treating  that  as  if  this 
were  a  net  new  saving. 

In  conclusion,  we  are  not  now  convinced  that  the  case  for  com- 
pletely replacing  the  income  tax  with  a  consumption  tax  is  compel- 
ling. The  most  frequently  cited  economic  benefit  to  such  a  change, 
an  increase  in  private  saving,  is  uncertain  and  could  be  small.  Sav- 
ings incentives  within  the  existing  income  tax,  such  as  the  Presi- 
dent's proposal  to  expand  the  use  of  IRA's,  can  increase  saving 
without  replacing  the  entire  tax  system. 

In  examining  these  proposals,  we  should  not  compare  a  theoreti- 
cally ideal  consumption  tax  and  the  income  tax  system  in  place 
today.  Instead,  we  should  analyze  a  consumption  tax  that  is  likely 
to  emerge  from  the  political  process.  Exclusions  would  be  made 
under  a  consumption  teix  either  for  administrative  reasons  or  to 
support  social  and  economic  goals,  and  these  exclusions  would  re- 
duce the  economic  benefits  of  the  proposals  and  increase  complex- 
ity. 

We  commend  efforts  to  develop  consumption  tax  proposals  that 
are  progressive  and  revenue  neutral,  like  the  Nunn-Domenici  pro- 
posal. A  consumption  tax  collected  at  the  individual  level  could, 
with  appropriate  rates,  come  close  to  replicating  the  tax  burdens 
under  current  law.  We  are  concerned,  however,  that  such  a  tax 
could  be  excessively  complex.  Also,  we  can  only  speculate  as  to  how 
introducing  such  a  tax  to  replace  our  existing  income  tax  would  ac- 
tually work. 

There  is  no  experience  internationally  upon  which  to  gauge  its 
effects  on  the  U.S.  economy  or  its  administrative  and  compliance 
costs  and  no  way  to  anticipate  all  the  potential  avoidance  schemes 
that  could  be  designed  to  exploit  the  new  rules. 

Mr.  Chairman,  we  look  forward  to  working  with  the  Congress  on 
improving  our  tax  system.  In  particular,  we  will  give  serious  con- 
sideration to  proposals  that  would  simplify  the  tax  system  and  im- 
prove economic  incentives  without  sacrificing  revenue  or  fairness. 

Thank  you. 

Chairman  DOMENici.  Thank  you  very  much. 

[The  prepared  statement  of  Mr,  Toder  follows:] 
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Introduction 

Mr.  Chairman  and  Members  of  the  Committee: 

I  am  pleased  to  discuss  today  proposals  for  fundamental  reform  of  the  tax  system. 
During  the  last  two  years,  several  proposals  have  been  made  that  would  replace  all  or  part  of 
the  income  tax  and  payroll  taxes  with  a  tax  on  consumption.   The  conceptual  proposals  under 
current  discussion  include  Representative  Armey's  plan  to  adopt  a  two-part  flat  consumption 
tax  in  place  of  the  current  corporate  and  personal  income  taxes,  Representative  Gibbons'  plan 
to  adopt  a  subtraction  method  value-added  tax  (VAT)  in  place  of  the  corporate  income  tax, 
the  payroll  tax,  and  most  of  the  individual  income  tax,  and  a  plan  by  Senators  Nunn  and 
Domenici  to  replace  the  individual  and  corporate  income  taxes  with  two  consumption  taxes:  a 
flat-rate  tax  on  business  cash  flow  and  a  progressive-rate  individual  expenditure  tax.   Some 
of  these  proposals  have  been  introduced  as  bills,  but  we  understand  that  they  are  not  yet  in 
final  form. 

The  interest  in  consumption  taxes  apparently  arises  for  several  reasons.   The  most 
frequently  cited  benefit  of  moving  from  a  system  that  taxes  income  toward  one  that  taxes 
consumption  is  that  a  consumption  tax  will  improve  saving  rates  and  capital  formation,  and 
our  standard  of  living  in  the  long  run.   Proponents  of  consumption  taxes  also  argue  that  a 
consumption  tax  would  improve  economic  efficiency  —  and  thereby  increase  national  output 
~  and  simplify  the  tax  system.   Some  supporters  of  consumption  taxes  point  out  that  most  of 
our  major  trading  partners  rely  more  heavily  on  consumption  taxes,  particularly  VATs,  and 
that  adoption  of  a  VAT  in  the  United  States  would  be  more  compatible  with  international 
practices. 

Mr.  Chairman,  we  recognize  that  the  current  U.S.  income  tax  system  has  many 
defects,  and  we  welcome  the  discussion  on  how  to  reform  it.   Since  radical  changes  to  the 
tax  system  ~  especially  changes  that  would  completely  replace  the  existing  system  ~  involve 
costs  and  risks,  they  should  be  carefully  evaluated  according  to  their  ability  to  achieve  the 
fundamental  objectives  of  a  tax  system  ~  fairness,  efficiency,  and  simplicity.   We  believe  a 
tax  system  should: 
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raise  sufficient  revenue, 

distribute  the  burden  of  taxes  equitably, 

avoid  excessive  intrusion  of  tax  considerations  into  private  economic  decisions, 

promote  economic  prosperity  and  growth, 

and  limit  the  costs  to  fiimilies  and  businesses  of  complying  with  the  tax  and  the 

costs  to  the  government  of  administering  it. 

Reforms  should  also  include  rules  to  minimize  windfall  gains  and  losses  during  the  period  of 
transition  to  a  new  system.   Consumption  tax  proposals,  in  particular,  should  address  the 
effect  of  the  transition- on  the  tax  burden  of  the  elderly,  should  include  rules  for  the  treatment 
of  certain  hard-to-tax  economic  sectors,  such  as  flnancial  institutions,  and  should  address  the 
coordination  of  a  Federal  consumption  tax  with  State  and  local  retail  sales  taxes. 

In  addition  to  these  general  tax  jwlicy  objectives,  the  Federal  income  tax  has,  over  the 
years,  been  used  to  promote  widely-held  social  and  economic  goals,  such  as  home 
ownership,  private  charitable  giving,  and  provision  of  medical  insurance  by  employers.   It  is 
likely  that  these  goals  would  continue  to  be  seen  as  pursuits  worthy  of  preference  under  a 
reformed  tax  system.   To  the  extent  that  a  reformed  system  is  to  be  used  to  promote  social 
and  economic  goals,  possibilities  for  simplification  and  tax  rate  reduction  would  be  materially 
reduced. 

A  very  carefiil  scrutiny  of  consumption  tax  proposals  is  necessary  to  determine 
whether  any  proposal  yet  designed  can  reasonably  satisfy  the  objectives  described  above.   In 
this  regard,  it  is  noteworthy  that  the  details  of  these  tax  reform  proposals  have  not  yet  been 
provided,  and  that  the  details  will  affect  the  analysis  of  any  proposal. 

The  strongest  argument  for  a  consumption  tax  is  that  it  will  probably  increase  saving 
and  investment,  but  the  amount  of  any  increase  is  highly  uncertain  and  could  be  small. 
Other  ways  of  increasing  national  saving  ~  such  as  further  deficit  reduction  or  expanding 
saving  incentives  within  the  income  tax  -  can  accomplish  the  same  objective  either  more 
surely  or  with  less  overall  disruption  than  a  wholesale  rq)lacement  of  the  existing  income 
tax. 

Replacing  the  income  tax  with  a  consumption  tax  also  raises  concerns  about  fairness, 
because  many  consumption  tax  alternatives  would  increase  the  tax  burden  on  low-  and 
middle-income  families.   Efforts  to  improve  the  progressivity  of  consumption  taxes  would, 
however,  require  significant  increases  in  costs  of  compliance  and  administration.   Moving 
from  one  tax  system  to  another  would  also  be  complex  and  costly  and  would  create  both 
intended  and  unintended  winners  and  losers. 

Replacing  the  entire  income  tax  with  a  consumption  tax  would  be  a  grand  experiment 
of  applying  theory  to  a  practical  application  that  no  other  country  in  the  world  has  chosen  to 
undertake.    Proponents  of  these  plans  must,  therefore,  overcome  a  significant  hurdle  —  they 
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must  show  that  it  is  worthwhile  to  conduct  this  experiment  on  the  world's  largest  and  most 
complex  economy. 

The  remainder  of  my  testimony  will  describe  (i)  various  types  of  consumption  taxes, 
(ii)  the  distributional  and  economic  effects  of  replacing  the  income  tax  with  a  consumption 
tax  (including  the  international  aspects  of  the  proposals),  (iii)  transition  issues,  (iv)  some 
issues  related  to  specific  economic  sectors  that  would  have  to  be  addressed  in  implementing  a 
consumption  tax,  and  (iv)  coordination  of  proposals  with  State  and  local  retail  sales  taxes. 


Background 

What  is  a  consumption  tax? 

Broad-based  consumption  taxes  can  be  collected  wholly  from  businesses,  either  on 
fmal  sales  to  consumers  or  on  the  value-added  by  all  businesses  at  each  stage  of  production. 
They  can  be  collected  in  part  from  businesses  and  in  part  from  wage-earners  by  allowing 
businesses  to  deduct  wages  and  taxing  them  at  the  individual  level.   They  can  be  collected 
wholly  from  individuals  by  modifying  the  current  individual  income  tax  to  allow  taxpayers  to 
claim  a  deduction  for  all  net  saving.   Regardless  of  how  they  are  collected,  they  are  all 
consumption-based  taxes,  if  income  is  taxed  only  when  it  is  spent  on  consumer  goods  and 
services;  or,  in  other  words,  if  income  that  is  saved  is  exempt  from  tax. 

Consumption  taxes  that  are  collected  from  businesses  grant  an  immediate  deduction 
for  purchases  of  new  capital.   This  immediate  deduction  -  or  "expensing"  ~  effectively 
eliminates  tax  on  the  return  ft'om  new  investment.   Relieving  new  saving  and  new  investment 
from  tax  is  seen  as  the  primary  benefit  of  taxing  consumption  instead  of  income.   Because 
the  after-tax  return  to  savers  will  increase,  families  will  have  an  incentive  to  save  more.    But 
exempting  the  return  to  new  saving  reduces  the  tax  base,  requiring  higher  tax  burdens  on 
wage  income.    Moreover,  because  lower-income  households  typically  do  not  save  as  large  a 
percentage  of  their  incomes  as  higher-income  households,  flat  rate  consumption  taxes  are 
regressive  ~  effective  tax  rates  decline  as  femily  incomes  rise.    Addressing  the  regressivity 
problem  is  a  key  challenge  in  designing  a  consumption  tax  that  will  not  add  to  tax  burdens  of 
lower-  and  middle-income  families. 


Options  for  taxing  consumption 

There  are  a  number  of  ways  to  administer  a  consumption  tax,  and  while  the  various 
forms  would  all  not  tax  the  return  from  new  saving,  the  distributional  effects  and 
administrative  costs  would  differ.   A  consumption  tax  can  be  collected  from  businesses, 
individuals,  or  in  part  from  each.    The  statutory  rates  can  be  flat,  or  they  can  differ  across 
individuals  or  across  different  types  of  consumption.   And  a  consumption  tax  that  is  collected 
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from  businesses  can  be  broad-based,  or  it  can  exempt  certain  goods  and  services  or 
businesses  from  tax. 

The  descriptions  below  generally  describe  the  theoretical  model  for  each  plan. 
Applying  theory  to  practice  will  involve  compromises  with  the  theory.   The  degree  of  the 
deviations  will  be  important  in  assessing  the  possible  viability  of  any  particular  proposal. 

1 .   Retail  sales  tax  (RST).   Businesses  are  the  sole  collection  agents  for  retail  sales 
taxes  -  like  those  used  by  most  States  -  and  VATs.   A  RST  is  i4)plied  to  sales  of  goods  and 
services  to  housdiolds.   In  order  to  tax  only  sales  to  consumers,  the  RST  should  exempt 
sales  between  businesses.   If  the  RST  is  levied  on  a  broad  base,  it  is  a  tax  on  total 
consumption.   However,  State  sales  taxes  in  the  United  States  are  not  broad-based,  because 
certain  purchases,  including  purchases  of  necessities  like  food  and  medical  care,  are  tax- 
exempt.   Because  a  RST  is  collected  on  all  retail  sales  to  domestic  consumers,  it 
automatically  taxes  imports  and  exempts  exports. 

2.  Value-added  tax.   Most  countries  that  have  a  national  consumption  tax  administer 
it  as  a  credit-invoice  VAT.   Under  this  system,  businesses  are  liable  for  VAT  on  their  sales, 
but  receive  a  credit  against  their  tax  liabilities  for  VAT  they  paid  on  inputs  purchased  from 
other  businesses.   Credit-invoice  VATs  in  effect  in  other  countries  tax  imports  and  exempt 
exports.   They  achieve  this  result  by  exempting  export  sales,  while  allowing  exporters  a 
credit  for  all  purchased  inputs,  and  imposing  tax  on  inputs  purchased  from  other  countries. 

Under  a  subtraction  method  VAT  (also  called  a  "business  transfer  tax"  or  BTT),  a 
business  is  liable  for  tax  on  the  difference  between  its  sales  and  its  purchases  from  other 
businesses,  including  purchases  of  buildings  and  equipment.   If  the  tax  is  sailed  to  all  goods 
and  services  at  the  same  rate,  a  credit-invoice  method  VAT  is  economically  equivalent  to  a 
similarly  broad-based  subtraction  method  VAT  or  RST. 

3.  Two-part  individual/business  consumption  tax.    Another  form  of  consumption  tax 
is  collected  in  part  from  individuals  and  in  part  from  businesses.   The  tax  could  be 
administered  in  the  same  way  as  a  subtraction  method  VAT,  except  that  it  would  allow 
wages  to  be  deducted  from  the  business  tax  base  and  would  tax  them  at  the  individual  level. 
If  wages  are  subject  to  the  same,  single  tax  rate  that  is  ^^lied  to  businesses,  the  tax  is 
"flat."   Alternatively,  the  individual  portion  of  the  tax  could  be  levied  at  graduated  rates. 
With  no  exemptions  or  deductions,  the  base  of  this  two-part  tax  is  the  same  as  that  of  a 
broad-based  VAT  or  RST  ~  total  consumption. 

4.  Consumed  income  tax.   A  consumption  tax  collected  solely  from  individuals 
would  be  levied  directly  on  their  reported  income,  just  like  the  current  income  tax,  but  would 
allow  a  deduction  for  net  saving.   The  base  of  this  tax  is  equal  to  consumption,  because 
consumption  is  the  difference  between  income  and  net  saving.   In  order  to  measure  income 
properly,  proceeds  from  all  forms  of  borrowing  would  need  to  be  included  in  the  tax  base, 
and  all  forms  of  saving  would  be  deductible. 
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Distributional  effects  of  replacing  the  income  tax  with  a  consumption  tax 

Replacing  the  income  tax  with  a  flat-rate  consumption  tax 

The  effect  on  the  distribution  of  the  tax  burden  of  replacing  the  income  tax  with  a 
consumption  tax  depends  on  the  form  of  tax  that  is  adopted  and  on  which  taxes  are  replaced. 
Generally,  however,  taxing  consumption  places  a  higher  burden  on  low-  and  middle-income 
families  -  who  typically  do  not  save  much  of  their  income  ~  relative  to  an  income  tax. 
Because  capital  income  is  concentrated  among  high-income  families,  eliminating  the  tax  on 
income  from  new  capital  will  disproportionately  benefit  high-income  families.   The  change 
will,  therefore,  shift  the  tax  burden  away  from  high-income  families  to  middle-and  low- 
income  families. 

Table  1  shows  the  distributional  effect  of  replacing  the  revenue  of  the  corporate  and 
personal  income  taxes  (including  the  earned  income  tax  credit)  with  a  general  consumption 
tax  with  no  exemptions.'   At  a  revenue-neutral  tax  rate  of  14.3  percent,  the  aggregate  after- 
tax income  for  the  group  of  families  with  incomes  below  $100,000  would  be  lower  under  the 
flat  tax  (i.e.,  a  net  tax  increase),  while  the  aggregate  after-tax  income  for  the  group  of 
families  with  incomes  of  $100,000  or  more  would  be  higher  under  the  flat  tax  (a  net  tax 
cut).^  Expressed  as  a  percentage  of  after-tax  income  under  current  law,  the  proposal  would 
cause  a  reduction  in  aggregate  after-tax  income  of  between  2.2  percent  and  10.8  percent  for 
the  group  of  families  with  incomes  below  $1(X),000  and  a  14.4  percent  increase  in  after-tax 
income  for  the  group  of  families  with  incomes  of  $200,0(X3  or  more.'  This  amounts  to 
aggregate  increases  in  Federal  taxes  ranging  from  8.6  percent  to  104  percent  for  the  group  of 
families  with  income  under  $100,000,  and  a  47.6  percent  reduction  in  taxes  for  the  group  of 
families  with  incomes  of  $200,0(X)  or  more.** 


'For  an  explanation  of  how  to  design  a  consumed  income  tax  that  is  disthbutionally  neutral  across 
income  quintiles,  see  U.S.  Congressional  Budget  Office,  Estimates  for  a  Prototype  Saving-Exempt  Income  Tax, 
Congressional  Budget  Office,  1994.  pp.  19-28. 

^The  14.3  percent  tax  rate  would  be  applied  on  a  tax-inclusive  basis,  in  a  manner  similar  to  the  income 
tax.    The  equivalent  rate  calculated  on  a  tax-exclusive  basis,  as  would  be  relevant  under  a  VAT,  is  16.7 
percent. 

'These  results  are  illustrated  in  Chart  1 . 

*The  distributional  estimates  shown  in  the  Table  1  are  based  on  the  assumption  that  the  consumption  tax 
is  borne  by  taxpayers  in  proportion  to  their  earnings  and  capital  income.    Alternative  assumptions  could  be 
made  about  who  bears  the  burden  of  the  tax.    A  traditional  assumption  is  that  a  consumption  tax  is  borne  by 
consumers  in  proportion  to  their  consumption.   We  have  not  followed  this  approach,  because  it  overstates  the 
tax  cut  for  high-income  families  and  the  lax  increases  for  low-  and  middle-income  families  by  failing  to  adjust 
for  temporary  income  fluctuations  and  normal  life-cycle  patterns  of  consumption  and  income.   In  addition,  lack 
of  reliable  data  on  consumption  by  families  with  very  high  and  very  low  incomes  make  distributional  estimates 
based  on  the  traditioiud  approach  less  reliable  than  those  shown  in  Table  1 .    Following  this  approach  would  lead 
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In  this  analysis,  the  burden  of  the  consumption  tax  is  distributed  to  taxpayers 
according  to  components  of  current  income.   But  individuals  may  base  current  expenditures 
on  their  expectation  of  future  income  as  well  as  on  current  income.   For  example,  college 
students  who  earn  very  little  while  they  are  in  school  might,  nevertheless,  have  high  current 
consumption  expenditures  if  they  are  able  to  borrow  against  the  expectation  that  they  will 
have  high  incomes  in  the  future.   In  such  cases,  annual  income  understates  economic  well- 
being.   Annual  income  may  overstate  economic  well-being  in  a  year  when  a  family  receives 
income  from  a  transitory  source,  such  as  a  large  bonus.    For  these  reasons,  some  economists 
argue  that  lifetime  income  is  a  better  measure  of  an  individual's  long-term  economic  well- 
being  than  annual  income.   Our  analyses,  however,  do  not  distribute  tax  burdens  according 
to  lifetime  income  because  future  earnings  are  uncertain,  and  even  if  future  earnings  were 
known,  lifetime  income  would  be  difficult  to  measure  with  accuracy.   In  addition,  lifetime 
income  is  an  inappropriate  measure  of  current  well-being  if  individuals  are  unable  to  smooth 
their  consumption  over  their  lifetime  by  borrowing  and  saving.   For  example,  if  the  college 
students  mentioned  above  are  not  able  to  borrow  against  their  uncertain  future  earnings,  it 
may  be  inappropriate  for  the  tax  system  to  view  them  as  well-off  currently.*  Nevertheless, 
some  studies  show  that  distributing  a  general  consumption  tax  to  families  according  to  their 
estimated  lifetime  income  makes  the  tax  appear  to  be  less  regressive. 


Redistributing  the  consumption  tax  burden 

An  important  difference  among  the  various  forms  of  consumption  taxes  lies  in  the 
mechanisms  available  for  distributing  the  tax  more  equitably  among  families  with  different 
incomes.   One  way  that  European  countries  reduce  the  regressivity  of  the  VAT  is  by 
exempting  specific  goods  and  services  fh)m  the  tax  or  taxing  them  at  a  lower  rate.   This 
approach  does  not  reduce  regressivity  effectively  because  tax  relief  from  exempting  specific 
goods  and  services  is  difficult  to  target  to  low-income  families.   While  the  tax  preference 
does  relieve  the  burden  on  low-income  families,  middle-  and  upper-income  households  also 
benefit  when  they  purchase  tax-preferred  goods  and  services,  requiring  higher  rates  on  other 
goods  and  services  that  low-income  families  buy  to  raise  the  same  revenue.    Other 


to  a  more  regressive  distribution  of  the  tax  than  that  shown  in  the  attached  table. 

niie  finding  that  replacing  the  income  tax  with  a  flat-rate  consumption  tax  would  redistribute  tax 
burdens  from  low-income  to  high-income  families  is  consistent  Math  previous  analyses.    For  example,  CBO  and 
JCT  find  that,  under  a  broad-based  VAT,  low-income  families  would  pay  a  higher  fraction  of  their  income  in 
tax  compared  to  high-income  families.    See  U.S.  Congressional  Budget  Office,  Effects  of  Adopting  a  Value- 
Added  Tax,  U.S.  Congressional  Budget  Office,  1992,  pp.  32-7,  and  Joint  Committee  on  Taxation,  Methodology 
and  Issues  in  Measuring  Changes  in  the  Distribution  of  Tax  Burdens,  U.S.  Government  Printing  Office,  1993, 
p.  54-5. 

For  a  more  detailed  discussion  of  these  points,  see  Joint  Committee  on  Taxation,  Methodology  and 
Issues  in  Measuring  Changes  in  the  Distribution  of  Tax  Burdens,  U.S.  Govenunent  Printing  Office,  1993,  pp. 

82-6. 
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approaches,  such  as  refundable  credits  and  expansion  in  government  transfer  programs  are 
more  effective  ways  to  offset  regressivity,  but  would  add  to  administrative  costs  and  require 
explicit  increases  in  government  outlays. 

A  consumption  tax  that  is  collected  at  least  in  part  from  individuals  can  better  account 
for  differences  in  ability  to  pay  among  families  and  individuals  than  one  that  is  collected 
solely  from  businesses.   Such  a  tax  can  be  made  less  regressive  through  standard  deductions 
and/or  graduated  rates.   Refundable  credits  like  the  earned  income  tax  credit  (ETTC)  can  also 
be  used  to  reduce  the  tax  burden  on  low-income  families,  but  credits  carry  with  them 
administrative  costs.   For  example,  low-income  families,  who  otherwise  might  be  excluded 
from  the  tax  system,  would  be  required  to  file  a  return  in  order  to  receive  the  credit. 

Alternatively,  a  VAT  or  BTT  could  be  imposed  at  a  moderate  rate  to  replace  a 
portion  of  income  tax  revenues.   This  s^proach  would  retain  the  income  tax  system  to  ensure 
that  high  income  individuals  with  low  consumption  relative  to  their  income  continue  to  pay 
an  equitable  share  of  taxes,  and  refundable  credits  could  be  used  to  offset  the  effects  of  the 
consumption  tax  on  low-income  families. 

While  consumption  taxes  can  be  made  less  regressive,  there  is  a  clear  and  important 
tradeoff  between  progressivity  and  simplicity.   The  forms  of  tax  that  arc  the  simplest  and 
probably  the  least  costly  to  administer  and  with  which  to  comply  (the  RST  and  VAT)  are  not 
easily  made  progressive.   The  forms  that  are  collected  solely  firom  individuals  are  more 
easily  made  progressive,  but  would  be  at  least  as  complex  —  and  probably  more  complex  — 
than  our  current  tax  system.    A  pure  consumed  income  tax,  for  example,  would  impose 
numerous  rqx)rting  requirements  on  taxpayers  and  would  introduce  complicated  tax 
calculations  in  ways  that  would  be  new  to  taxpayers,  tax  prqMuers,  and  the  IRS.   I  will 
describe  some  of  these  complexities  in  more  de^  later  in  my  testimony  when  I  evaluate  the 
effects  of  tax  reform  on  simplicity. 

Transition  from  the  existing  income  tax  to  a  new  consumption  tax  raises  an  additional 
series  of  equity  and  compliance  issues.   These  are  also  discussed  below. 
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Economic  effects  of  replacing  the  income  tax  with  a  consumption  tax^ 

Saving  and  investment* 

The  main  reason  to  consider  rq>iacing  the  income  tax  with  a  consumption  tax  is  that 
this  change  could  «icourage  domestic  saving  and  cj^ital  formation  and  promote  economic 
growth.   A  consumption  tax  would  not  tax  the  return  to  savings  and  new  investment.   The 
income  tax  does  tax  this  return,  and  thereby  discourages  saving  and  investment  to  some 
degree.  The  key  issue  is  whether  substituting  a  consumption  tax  for  an  income  tax  will  raise 
saving  enough  to  overcome  its  other  problems. 

1.   National  saving.   The  low  rate  of  U.S.  saving  is  a  serious  concern.   The  national 
saving  rate  in  the  United  States  has  declined  in  the  1980s  compared  to  the  previous  three 
decades  (Table  2).   Although  private  saving  decreased  during  this  period,  it  remained 
positive.   Public  saving,  however,  has  been  consistently  negative  as  a  result  of  Federal 
budget  deficits. 

The  reasons  for  the  decline  in  private  saving  rates  in  the  United  States  are  unclear.   It 
could  be  due  to  demographic  factors  that  may  reverse  as  the  baby  boom  generation  enters 
later  middle  age  and  saves  for  retirement.   It  may  also  be  attributable  to  an  increase  in  the 
availability  of  insurance  and  Social  Security  benefits,  which  reduce  the  necessity  for  private 
saving.'  The  decline  in  saving  does  not  appear  to  have  been  caused  by  changes  in  tax  policy. 
Marginal  tax  rates  were  lowered  substantially  during  the  1980s  and  new  saving  incentives 
were  introduced,  but  the  rate  of  saving  still  fell. 

According  to  a  recent  report  by  the  Organization  for  Economic  Cooperation  and 
Development,  the  saving  rates  of  our  major  trading  partners  also  have  declined  since  the 
1960s. '°  All  of  these  countries  except  Japan,  however,  rely  more  heavily  on  consumption 


This  section  analyzes  the  long-run  economic  effects  of  switching  to  a  consumption  tax  system.  The 
short-run  effects  could  be  quite  different  from  the  long-run  effects,  but  analysis  of  short-run  effects  is  beyond 
the  scope  of  this  testimony. 

Discussion  of  the  points  made  in  this  section  of  the  testimony  appears  in  Joint  Committee  on  Taxation, 
Faaors  Affeaing  the  Competitiveness  of  the  United  States,   U.S.  Govemmeot  Printing  Office,  1991,  pp.  44-32; 
U.S.  Congressional  Budget  Office,  Effects  of  Adopting  a  Value-Added  Tax,  Congressional  Budget  Office,  1992, 
pp.  Sl-S;  and  Joint  Committee  on  Taxation,  Description  and  Analysis  of  Tax  Proposals  Relating  to  Individual 
Saving,  U.S.  Government  Printing  Office,  1995,  pp.  63-72. 

For  a  more  detailed  discussion,  see  Joint  Committee  on  Taxation,  Description  and  Analysis  of  Tax 
Proposals  Relating  to  Individual  Saving,  U.S.  Government  Printing  Office,  1991,  p  72. 

'"Organization  for  Economic  Cooperation  and  Development,  Taxation  and  Household  Saving,  1994,  pp. 
17-24. 
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taxes  for  revenues  than  does  the  United  States,  both  as  a  percentage  of  gross  domestic 
product  (GDP)  and  as  a  share  of  total  tax  revenues  (Tables  3  and  4).   While  Japan  depends 
the  least  on  consumption  taxes  for  revenues,  it  also  had  the  highest  saving  rate  during  the 
1980s  (Table  5)  and  the  highest  rate  of  growth  in  real  per  capito  GDP  (Table  6). 

The  most  direct  way  to  increase  national  saving  is  to  reduce  the  Federal  budget 
deficit.   The  Federal  government  may  also  be  able  to  aifect  private  saving  through  changes 
in  tax  policy.   However,  if  tax  policy  changes  also  increase  the  Federal  budget  deficit,  there 
may  be  no  net  increase  in  national  saving. 

2.  Tax  policy  and  private  saving.   Two  effects  firom  substituting  a  consumption  tax 
for  the  income  tax  could  boost  total  private  saving.   Economic  theory  suggests  that  if  the  rate 
of  return  on  savings  goes  up,  individuals  would  increase  saving  to  consume  more  is  the 
future  since  the  "price"  of  future  consumption  in  terms  of  foregone  current  consuirption  is 
lower.   However,  most  empirical  studies  fmd  that  the  effect  of  increasing  the  rate  of  return 
on  the  level  of  saving  would  be  quite  small."   In  addition,  some  people  are  "savers."  while 
others  consume  essentially  all  their  income.   Shifting  the  overall  burden  of  taxes  from  saver 
to  consumer  households  can  increase  aggregate  private  saving,  but  it  would  also  result  in  an 
increased  concentration  of  private  wealth. 

While  a  pure  consumption  tax  would  encourage  private  saving  more  than  a  pure 
income  tax,  the  effect  on  saving  of  substituting  a  consumption  tax  for  our  existing  income  tax 
is  less  clear.    Our  current  income  tax  includes  powerful  incentives  for  employers  to  provide 
retirement  saving  plans  for  all  their  employees  ~  including  low-income  employees  who 
would  not  be  likely  to  respond  to  tax  incentives.   The  incentive  for  employers  to  establish 
retirement  plans  would  be  much  weaker  under  a  consumption  tax. 

An  alternative  way  to  use  tax  policy  to  increase  private  saving  is  to  broaden  saving 
incentives  within  the  framework  of  the  existing  income  tax.   Provisions  that  directly 
encourage  people  to  dqx)sit  some  of  their  earnings  in  tax-favored  accounts,  such  as  IRAs  and 
401(k)  plans,  could  be  more  cost-effective  ways  of  increasing  saving  without  replacing  the 
entire  tax  system.   Toward  that  end,  the  Administration's  budget  has  proposed  an  expansion 
in  the  eligibility  rules  for  contributing  to  IRAs. 

3.  Saving  and  investment.   Advocates  of  replacing  the  income  tax  with  a 
consumption  tax  often  discuss  effects  on  saving  and  investment  as  if  they  are  interchangeable. 
But  saving  and  investment  can  diverge  significantiy  because  of  the  increased  amount  of 
international  a^ital  flows  in  today's  global  economy.   More  specifically,  the  relati%^  effects 
on  saving  and  investment  would  depend  on  the  extent  to  which  the  consumption  tax  were 
used  to  reduce  corporate  or  individual  income  tax  rates.    Eliminating  the  corporate  rzx  would 


"See  Joint  Committee  on  Taxation,  Description  and  Analysis  of  Tax  Proposals  Relating  to  Individual 
Sanng,  U.S.  Govemmoit  Printing  Office,  199S,  p.  46. 
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increase  domestic  investment  more  than  private  saving,  and  eliminating  the  individual  tax 
would  increase  private  saving  more  than  domestic  investment. 

Under  U.S.  tax  rules,  corporate  income  tax  is  imposed  on  the  return  to  equity- 
fmanced  capital  used  in  the  United  States  regardless  of  who  owns  it,"  whereas  the  individual 
income  tax  is  imposed  on  the  return  to  capital  owned  by  U.S.  residents  regardless  of  where  it 
is  used.   Eliminating  the  corporate  tax  would  increase  domestic  investment  more  than  saving, 
because  it  would  reduce  the  cost  of  capital  to  both  U.S.  corporations  and  foreign 
corporations  investing  in  the  United  States  by  much  more  than  it  would  increase  the  after-tax 
return  to  U.S.  savers.   In  contrast,  eliminating  the  individual  income  tax  would  increase 
saving  more  than  domestic  investment  because  it  would  increase  the  after-tax  return  to  U.S. 
personal  saving  invested  both  in  the  United  States  and  abroad,  but,  with  internationally-linked 
capital  markets,  would  not  provide  a  relative  advantage  to  capital  invested  in  the  United 
States. 

4.   Interest  rates.   It  is  not  clear  how  a  switch  to  a  consumption  tax  would  affect  U.S. 
interest  rates  in  the  long  run."  The  net  demand  by  U.S.  investors  for  interest-bearing  assets 
would  increase,  pushing  bond  prices  up  and  yields  down.   This  would  occur  because  the 
consumption  tax  would  remove  interest  flows  from  tax  calculations.   Also,  under  a 
consumption  tax,  domestic  borrowers  would  not  be  willing  to  pay  as  high  a  rate  of  interest 
because  interest  would  no  longer  be  deductible,  and  U.S.  lenders  would  be  willing  to  accept 
a  lower  rate  of  interest  because  interest  income  would  no  longer  be  taxed.   But  in  today's 
world  economy,  the  U.S.  interest  rate  is  closely  linked  to  rates  in  other  advanced  countries. 
With  foreign  interest  rates  unchanged  and  debt  capital  flowing  freely  across  international 
borders,  any  reduction  in  U.S.  interest  rates  would  be  dampened  significantly.  The  likely 
result  is  that  U.S.  interest  rates  would  fall  somewhat,  but  by  much  less  than  the  initial  tax 
benefit  to  savers.    After-tax  yields  to  U.S.  savers  and  after-tax  interest  costs  to  U.S. 
borrowers  would  increase. 


Allocation  of  capital 

Because  a  consumption  tax  does  not  tax  the  return  to  new  investment  and  treats  all 
businesses  uniformly,  it  would  not  favor  some  assets  or  industries  over  others.   Unlike  the 


'^U.S.  corporations  are  taxed  on  their  worldwide  income,  but  receive  a  tax  credit  for  foreign  income 
taxes  paid.  The  residual  U.S.  tax  rate  on  active  foreign-source  income  of  U.S.  corporations,  after  accounting 
for  foreign  taxes,  is  generally  quite  low. 

nlie  short-run  effects  on  interest  rales  would  depend  on  actions  taken  by  the  Federal  Reserve  during 
the  period  of  transition  to  a  new  tax  system.    Similarly,  some  forms  of  consumption  taxes  could  also  affect  the 
overall  price  level,  but  this  effect  is  difficult  to  predict,  because  it  will  depend  largely  on  actions  taken  by  the 
Federal  Reserve.    For  a  discussion  of  the  effects  on  prices  of  adopting  a  VAT,  see  U.S.  Congressional  Budget 
Office,  Effeas  of  Adopting  a  Value-Added  Tax,  Congressional  Budget  Office,  1992,  pp.  64-65. 
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current  U.S.  income  tax,  it  would  not  favor  non-corporate  over  corporate  investment  or 
investments  in  capital  owned  by  State  and  local  governments,  owner-occupied  housing, 
consumer  durables,  and  other  personal  assets  over  business  investments.    As  a  consequence, 
investors  would  be  encouraged  to  hold  assets  that  were  expected  to  produce  the  highest 
economic  returns.    Investment  would  be  expected  to  shift  out  of  the  sectors  that  enjoy  favor 
under  the  income  tax  ~  owner-occupied  housing,  other  personal  assets,  and  noncorporate  and 
State  and  local  capital  ~  and  into  corporate  capital.   In  addition,  a  consumption  tax,  unlike 
the  current  income  tax,  would  not  favor  corporate  debt  over  equity  financing,  reducing  tax 
considerations  from  business  fuiancial  decisions. 

The  resulting  gains  in  economic  efficiency  are  substantially  reduced  if  the  replacement 
consumption  tax  departs  from  a  very  broad  base.   However,  such  departures  may  be  desired 
for  a  number  of  reasons.   For  example,  most  countries  attempt  to  reduce  the  number  of 
taxpayers  in  the  system  by  exempting  small  businesses  from  the  VAT.    Some  industries,  such 
as  banking  and  insurance,  are  typically  excluded  from  the  VAT  because  their  tax  bases  are 
difficult  to  define.   Some  forms  of  capital,  such  as  ownersxxupied  housing,  might  be  given  a 
preference  to  support  social  and  economic  goals.    Each  such  exemption  reduces  the 
efficiency  and  simplification  benefits  attributable  to  the  uniform  treatment  of  capital. 

Labor  supply  and  wage  tax  avoidance 

Both  an  income  tax  and  a  consumption  tax  affect  the  choice  between  work  and  leisure 
by  reducing  the  relative  purchasing  power  of  wages.    An  income  tax  reduces  the  relative 
value  of  wages  by  taxing  them  directly.   A  consumption  tax  that  is  collected  from  businesses 
reduces  the  value  of  wages  to  the  extent  that  the  business  tax  is  passed  forward  to  consumers 
in  the  form  of  higher  prices  or  back  to  workers  in  the  form  of  lower  wages." 

The  effect  on  labor  supply  of  switching  to  a  consumption  tax  depends  on  changes  in 
effective  tax  rates.    Effective  tax  rates  reflect  the  combined  effects  of  the  statutory  rate 
structure  and  other  tax  proposal  provisions,  such  as  denying  deductions  for  wages  and 
employee  fringe  benefits  at  the  business  level  and  retaining  payroll  taxes.   Examining  the 
proposed  statutory  rate  structure  alone  would  overstate  the  possible  decline  in  tax  rates  and 
the  increase  in  work  incentives. 

A  tax  that  is  collected  from  individuals  and  businesses  at  different  tax  rates  can  create 
an  incentive  for  business  owners  to  reduce  their  tax  burden  by  classifying  their  income  as 
either  a  return  to  business  capital  or  a  return  to  labor.   If  the  top  tax  rate  applied  to 
businesses  is  lower  than  the  top  rate  applied  to  individuals,  business  owners  will  have  an 
incentive  to  pay  themselves  lower  salaries,  ensuring  that  the  income  is  taxed  as  business 


'^See  U.S.  Congressional  Budget  Office,  Effects  of  Adopting  a  Value-Added  Tax,  U.S.  Congressional 
Budget  Office.  1992,  p.  57. 
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income.   To  reduce  these  distortions  under  a  two-part,  graduated-rate  consumption  tax,  the 
top  statutory  rate  applied  to  individuals  should  be  the  same  as  the  business  tax  rate. 

International  trade 

It  is  sometimes  argued  that  because  indirect  taxes  can  be  refunded  on  exports,  the 
adoption  of  a  VAT  or  other  indirect  consumption  tax  to  replace  part  or  all  of  our  current 
income  taxes  would  encourage  U.S.  exports.   However,  trade  economists  generally  agree 
that  such  a  tax  change  would  not  permanently  improve  either  U.S.  exports  or  the  U.S.  trade 
balance.'* 

Eliminating  or  substantially  reducing  income  taxes  could  affect  the  trade  balance, 
however,  because  income  taxes  may  discourage  both  saving  by  U.S.  residents  and  investment 
in  the  United  States,  and  lowering  U.S.  income  taxes  could  affect  private  saving  and 
investment  by  different  amounts.    If  private  saving  increased  more  than  investment,  the 
United  States  would  import  less  capital  and  net  exports  would  increase;  if  investment 
increased  more  than  private  saving,  net  exports  would  decline.    Which  effect  would  dominate 
depends  on  the  specific  form  of  the  income  tax  cut  and  on  the  relative  responsiveness  of 
saving  and  investment. 

Eliminating  or  reducing  U.S.  income  taxes  could  also  affect  the  relative 
competitiveness  of  different  industries,  because  the  income  tax  imposes  different  effective  tax 
rates  on  production  in  different  economic  sectors.    For  example,  reducing  the  cost  of  capital 
in  the  United  States  would  generally  favor  the  production  of  capital-intensive  goods  over 
labor-intensive  goods.   This  differential  benefit  would  affect  the  composition  of  trade, 
because  goods  that  became  relatively  more  expensive  to  produce  in  the  United  States  would 
be  increasingly  imported,  and  goods  that  became  relatively  inexpensive  to  produce  at  home 
would  be  increasingly  exported.    However,  there  is  little  reason  to  believe  that  the  net  trade 
balance  would  be  much  affected  by  this  change  in  relative  trade  positions. 

While  border  tax  adjustments  for  consumption  taxes  have  no  permanent  ef/ect  on  the 
trade  balance,  it  should  be  noted  that  some  types  of  consumption  taxes  are  accepted  as 
border-adjustable  under  the  General  Agreement  on  Tariffs  and  Trade  (GATT),  and  others  are 
not.    Indirect  taxes,  such  as  credit-invoice  VATs  used  in  most  other  countries,  are  border- 
adjustable  under  the  GATT.    Consumption  taxes  collected  from  individuals,  such  as  the 
consumed  income  tax,  are  imlikely  to  be  refundable  under  the  GATT.   Although  a  broad- 
based,  single-rate  subtraction  method  VAT  is  economically  equivalent  to  a  similarly  broad- 


See  U.S.  Congressional  Budget  Office,  Effects  of  Adopting  a  Value-Added  Tax,  U.S.  Congressional 
Budget  Office,  1992,  p.  63. 
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based  credit-invoice  VAT,  a  GAIT  ruling  would  consider  other  factors.   Whether  a 
subtraction  method  VAT  would  survive  a  GATT  challenge  is  an  untested  issue."" 


Sector-specific  issues  of  adopting  a  consumption  tax" 

Special  treatment  may  be  appropriate  for  specific  business  sectors  under  those  forms 
of  tax  that  are  collected  at  least  in  part  from  businesses.    High  administrative  and  compliance 
costs  relative  to  revenue  collected  may  justify  special  treatment  for  certain  sectors  and  for 
small  businesses.   Special  rules  are  required  for  taxing  goods  and  services  with  hard-to- 
measure  tax  bases,  such  as  financial  services."  The  tax  base  for  these  services  is  not 
explicitly  separated  from  other  charges,  and  it  is  difficult  to  apportion  the  benefit  from 
financial  services  to  those  who  receive  them.   For  example,  the  charge  for  intermediation 
services  provided  by  banks  is  included  in  the  difference  between  the  interest  rates  charged  to 
borrowers  and  paid  on  deposits.   That  difference  also  includes  the  return  to  equity-holders. 
Moreover,  it  is  difficult  to  allocate  the  intermediation  charge  to  a  specific  savings  account  or 
loan. 

Taxing  governments  and  non-profit  organizations  is  difficult  because  there  often  is  no 
market  price  for  their  production  and  many  are  currently  not  subject  to  tax.   Most  countries 
with  VATs  attempt  to  tax  the  commercial  operations  of  this  sector,  but  this  approach  requires 
differentiating  between  taxable  and  non-taxable  activities  which  can  be  administratively 
complex.   While  special  treatment  for  specific  sectors  might  ease  administration  of  a 
consumption  tax,  exclusions  from  the  tax  base  would  increase  economic  distortions  relative 
to  a  very  broad-based  consumption  tax. 

Taxation  of  housing  and  consumer  durables  can  also  be  problematic.   To  minimize 
economic  distortions,  rental  housing,  owner-occupied  housing,  and  other  durable  goods 


"These  points  are  discussed  in  more  r^euil  in  Joint  Committee  on  Taxation,  Factors  Affecting  the 
Competitiveness  of  the  United  States,    U.S.  Government  Printing  Office,  1991,  pp.  302-4,  and  U.S. 
Congressional  Budget  Office,  Effects  of  Adopting  a  Value-Added  Tax,  U.S.  Congressional  Budget  Office,  1992, 
pp.  63-4. 

"The  Treasury  department  has  previously  responded  to  a  query  by  Senators  Nunn  and  Domeaici  on 
this  issue. 

niiese  issues  are  discussed  in  detail  in  Joint  Committee  on  Taxation,  Factors  Affecting  the 
Competitiveness  of  the  United  Slates,  U.S.  Congressional  Budget  Office,  1991,  pp.  314-20,  and  U.S. 
Congressional  Budget  Office,  Effects  of  Adopting  a  Value-Added  Tax,  U.S.  Congressional  Budget  Office,  1992, 
pp.  26-30. 

"For  a  discussion  of  the  difficulties  rdated  to  taxing  insurance  and  other  financial  services  under  a 
VAT,  see  Joint  Committee  on  Taxation,  Factors  Affeaing  the  Competitiveness  of  the  United  States,  U.S. 
Government  Printing  Office,  1991,  pp.  315-18. 
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should  be  treated  similarly.    When  businesses  are  allowed  to  expmse  capital  purchases, 
purchases  of  buildings  or  durables  for  use  as  rentals  would  be  deductible,  and  rental  receipts 
would  be  taxed.   However,  the  same  treatment  of  owner-occupied  housing  and  consumer 
durables  would  be  difficult  to  administer,  since  it  would  be  based  on  an  imputed  annual 
amount  of  rental  services  from  these  assets.^  An  alternative  approach  is  to  tax  the  total 
purchase  price  of  homes  and  durable  goods,  but  not  the  rental  services  firom  them.  This 
approach  can  lead  to  significant  tax  bills  for  buyers  and  windfall  gains  for  current  owners. 

Many  consumption  tax  proposals  assume  that  exports  will  be  relieved  of  the  tax  and 
imports  will  be  taxed.   Making  the  appropriate  adjustments  can  be  difficult  if  the  tax  base  is 
not  broad  or  if  tax  rates  vary.   In  addition,  it  can  be  difficult  to  collect  the  tax  on  services 
that  businesses  purchase  from  abroad. 

Simplicity 

Simplification  of  the  tax  system  is  a  primary  goal  of  many  tax  reform  proposals,  and 
one  which  we  support.   To  evaluate  reform  proposals  on  the  basis  of  this  objective,  however, 
it  is  useful  to  examine  the  sources  of  the  complexity  that  plagues  our  current  system.   One 
source  of  complexity,  the  measurement  of  capital  income,  would  be  largely  eliminated  under 
some  forms  of  consumption  tax.   Three  others,  the  desire  to  distribute  the  tax  burden 
equitably,  the  necessity  to  measure  the  consumption  component  of  business  income  properly, 
and  the  use  of  the  tax  system  to  advance  certain  non-tax  social  and  economic  policies,  would 
likely  persist  under  any  consumption  tax.   If  a  consumption  tax  were  implemented  in  the 
United  States,  the  final  form  of  the  tax  would  likely  differ  from  the  ideal  for  these  same 
reasons.   Divergence  from  the  simple,  broad-based,  flat-rate,  consumption  tax  model  ~  for 
whatever  reason  -  will  tend  to  lead  to  more  complicated  tax  calculations,  higher  tax  rates 
overall,  and  reduced  efficiency  gains. 

Correctly  measuring  capital  income  is  difficult,  and  i^jproximations  designed  to 
reduce  that  complexity  can  invite  tax  avoidance  and  an  inefficient  use  of  economic  resources. 
Therefore,  one  of  the  attractions  of  a  consumption  tax  is  that  many  of  the  onerous 
calculations  related  to  coital  income  would  be  eliminated.   Dq)reciation  and  other  cost- 
recovery  provisions,  for  example,  would  be  rq>laced  with  expensing,  and  it  would  not  be 
necessary  to  maintain  records  on  asset  costs  in  order  to  compute  c£^ital  gains. 

Unlike  the  existing  income  tax,  however,  a  consumed  income  tax  collected  from 
individuals  would  require  the  measurement  of  annual  changes  in  wealth.   As  suggested 
earlier  in  this  testimony,  a  consumed  income  tax  system  could,  therefore,  be  at  least  as 
complex  as  the  current  system,  posing  numerous  new  taxpayer  rqwrting  requirements  and 


'"See  U.S.  Congresdona)  Budget  Office,  Effects  <tf  Adopting  a  Vahte-Aditd  Tax,  U.S.  Congressional 
Budget  Office,  1992,  pp.  28-9. 
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introducing  new  tax  conc^ts  and  calculations.   Under  one  approach  to  a  consumed  income 
tax,  proceeds  from  all  forms  of  borrowing  ~  whether  through  a  loan  or  a  balance  carried 
over  to  the  next  year  on  a  credit  card  ~  would  be  added  to  a  family's  tax  base.   The  net 
contribution  to  aU  forms  of  savings  would  be  deducted  fix>m  the  tax  base  and  withdrawals 
from  savings  would  be  taxed.   It  might  not  be  complicated  to  calculate  tax  liability  under  this 
approach  for  a  family  that  borrowed  no  money  during  the  year,  had  no  end-of-the-year  credit 
card  balance,  and  only  made  contributions  to  a  passbook  savings  account.    But  in  the  modem 
U.S.  economy,  even  a  moderate-income  family  might  in  a  typical  year  purchase  deductible 
mutual  fund  shares  through  a  dividend  reinvestment  plan,  cash  in  a  taxable  bond,  and  carry 
taxable  balances  on  several  credit  cards.    Some  proposals  might  not  require  families  to  pay 
tax  on  short-term  credit  or  might  allow  tax-free  withdrawals  from  savings  in  cases  of 
hardship,  but  such  reductions  in  the  tax  base  would  require  higher  tax  rates  overall  and 
complex  rules  to  determine  eligibility  for  exemptions  and  to  prevent  tax  avoidance. 


Redistributing  the  tax  burden 

Most  of  the  mechanisms  available  under  a  consumption  tax  for  redistributing  the 
burden  of  the  tax  introduce  complexities.   Exempting  certain  goods  and  services  from  a  VAT 
and  taxing  others  at  alternate  rates  increases  the  compliance  burden  on  businesses  that  would 
have  to  determine  which  rates  to  charge  for  their  products  and,  in  some  cases,  would  be 
required  to  apportion  their  deductible  costs  among  taxable  and  non-taxable  sales.   To  make 
up  the  revenue  loss  from  reducing  tax  on  some  goods  and  services,  tax  rates  on  the 
remaining  goods  and  services  would  have  to  be  raised. 

A  tax  that  is  collected  wholly  or  in  part  from  individuals  can  be  applied  at  graduated 
tax  rates,  which  would  complicate  the  tax  only  slightly:  it  is  not  much  more  difficult  for 
taxpayers  to  look  up  their  tax  liability  on  a  table  -  as  they  do  now  ~  than  it  would  be  for 
them  to  apply  a  single  rate  to  all  taxable  income.   But  in  the  case  of  a  two-part  consumption 
tax,  as  noted  above,  ensuring  that  the  same  top  statutory  rate  applies  to  both  individuals  and 
businesses  would  ease  administration  and  improve  compliance. 

Many  consumption  tax  proposals  offer  large  standard  deductions  and  exemptions  for 
dependents  in  order  to  relieve  some  income  from  tax  and  to  remove  large  numbers  of  people 
from  the  tax  system  altogether.   The  latter  benefit  is  reduced,  however,  if  refundable  tax 
credits  -  like  the  ETTC  -  are  used  to  redistribute  the  burden  of  the  tax.    Low-income 
families  that  otherwise  might  not  be  required  to  file  a  tax  return  would  have  to  fill  out  a 
return  in  order  to  receive  the  credit.    So  that  credits  can  be  targeted  to  needy  households,  a 
family  might  be  required  to  calculate  income,  which  it  otherwise  would  not  have  to  report 
under  some  forms  of  consumption  tax.   The  relative  increase  in  burden  of  offering 
refundable  credits  might  be  small  in  the  case  of  a  consumed  income  tax,  under  which  much 
of  the  income  tax  structure  would  be  retained.   The  relative  burden  would  be  more 
significant,  however,  if  the  income  tax  had  been  completely  replaced  by  a  business-level 
consumption  tax. 
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Measuring  consumption 


Like  the  existing  income  tax,  a  consumption  tax  that  is  collected  from  businesses 
would  require  rules  for  determining  deductible  business  costs.   Some  business  purchases  have 
a  consumption  component  that  should  be  excluded  from  deductible  business  purchases.    For 
example,  a  business'  purchase  of  a  company  car  that  is  also  available  for  an  employee's 
personal  use  has  a  consumption  component,  as  do  many  business  expenditures  for  travel  and 
entertainment.   The  rules  for  determining  allowable  costs  under  a  consumption  tax  would  be 
similarly  complex  to  the  related  rules  under  the  income  tax.    Moreover,  the  timing  of 
deductions  for  capital  purchases  would  make  the  problem  more  serious  under  a  consumption 
tax.   Under  a  consumption  tax,  business  assets  would  be  expensed,  leaving  only  a  single  year 
of  records  for  each  asset,  and  accelerating  the  benefit  received  ~  and  tax  revenue  lost  -  from 
circumventing  the  rules. 


Promoting  social  and  economic  goals 

A  U.S.  consumption  tax  is  likely  to  be  used  to  advance  certain  widely-held  social  and 
economic  goals.   Home-ownership  is  treated  preferentially  under  the  current  income  tax 
primarily  by  allowing  families  a  deduction  for  interest  they  paid  on  their  home  mortgages. 
Allowing  current  law  treatment  of  mortgage  interest  under  a  consumption  tax  would 
encourage  homeowners  to  incur  additional  borrowing  beyond  their  fmancing  needs.   Because 
mortgage  loan  proceeds  under  current  law  are  not  included  in  taxable  income,  while  the 
amounts  deposited  in  a  savings  account  under  a  consumption  tax  would  be  deductible, 
mortgage  loans  used  to  transfer  money  to  a  savings  account  would  reduce  tax  liabilit)'.   In 
addition,  allowing  only  some  forms  of  loans  to  be  exempt  would  introduce  distortions 
relauve  to  a  system  that  treated  all  borrowing  equally.   As  under  the  existing  income  tax, 
taxpayers  would  have  an  incentive  to  reclassify  all  forms  of  household  debt  as  mortgage  debt 
to  maximize  the  benefit  of  the  tax  preference. 

Deductions  for  charitable  contributions  and  State  and  local  taxes  paid  could  be 
allowed  for  families  under  a  consumed  income  tax  and  for  wage-earners  and  businesses 
under  a  two-part  consumption  tax.    A  tax  preference  for  employer  purchases  of  health 
insurance  and  fringe  benefits  could  be  provided  under  a  two-part  consumption  tax  by 
allowing  businesses  to  deduct  these  costs.    Under  an  individual-level  consumption  tax, 
employer-provided  health  insurance  and  other  fringe  benefits  could  be  taxed  by  imputing 
their  value  to  the  recipients  and  including  the  imputed  value  in  taxable  income;  not  imputing 
the  value  to  recipients  would  treat  these  benefits  preferentially  relative  to  other  forms  of 
compensation.    Each  of  these  tax  preferences,  however,  would  require  rules  to  determine 
which  fringe  benefits  and  business  expenses  are  included  in  or  excluded  from  the  tax  base, 
and  these  rules  would  be  equally  complex  as  those  under  current  law.   Such  tax  base 
reductions  would  also  require  overall  tax  rates  to  be  raised  and  would  reduce  the  efficiency 
gains  from  taxing  all  forms  of  consumption  equally. 
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Transition  to  a  consumption  tax 

The  most  significant  issue  in  converting  from  an  income  to  a  consumption  tax  system 
is  deciding  how  to  treat  the  return  to  wealth  that  was  accumulated  out  of  after-tax  income 
under  the  income  tax.   The  return  to  new  saving  and  investment  would  be  exempt  under  a 
consumption  tax,  but  without  an  explicit  exemption  for  old  wealth,  the  return  to  and 
withdrawals  from  the  stock  of  existing  assets  that  are  not  reinvested  will  be  taxed.   For 
example,  imposing  a  Federal  VAT  would  automatically  tax  all  withdrawals  from  existing 
savings  that  are  used  for  consumption  -  even  if  those  savings  were  accumulated  out  of  after- 
tax income.   To  illustrate  the  magnitude  of  this  problem,  consider  the  value  of  current 
household  wealth.   The  total  wealth  of  U.S.  housdiolds  is  estimated  at  about  $23  trillion.^' 
Much  of  this  wealth  is  in  the  form  of  assets  such  as  pensions  and  unrealized  capital  gains, 
which  have  not  yet  been  taxed.   But,  excluding  housing,  the  basis  of  private  assets  in  the 
United  States  could  be  as  much  as  $10  trillion.  Transition  rules  governing  the  treatment  of 
consumption  financed  by  existing  wealth  will  determine  to  what  extent  this  significant  amount 
of  previously  taxed  savings  is  subject  to  the  consumption  tax. 

Transition  rules  would  be  required  to  relieve  the  tax  burden  on  savers  who  have 
already  paid  income  taxes  on  their  savings  and  would  be  taxed  again  when  those  savings 
were  spent  under  a  consumed  income  tax.    For  example,  without  a  transition  rule  for  past 
savings,  a  retiree  who  accumulated  $100,000  in  a  savings  account  out  of  after-tax  income 
before  the  imposition  of  a  consumption  tax  would  be  taxed  on  withdrawals  from  that  account 
that  are  for  consumption  expenditures.   A  transition  rule  could  allow  savings  that  were 
accumulated  under  the  income  tax  to  be  segregated  from  'new'  savings  and  deducted  from 
income.  This  rule  would  treat  the  $100,000  as  tax-paid  savings  and  would  enable  the  retiree 
to  make  tax-free  withdrawals  from  the  savings  account.   It  is  difficult,  however,  to  design 
rules  that  differentiate  between  individuals  who  reduce  their  accumulated  savings  in  order  to 
consume,  and  individuals  who  only  rearrange  assets  among  accounts.   Allowing  tax-free 
withdrawals  from  past  savings,  for  example,  would  enable  any  individual  with  accumulated 
wealth  to  gain  a  tax  deduction  simply  by  transferring  old  assets  into  "new"  savings  accounts. 
Such  a  rule  would  enable  a  millionaire  living  off  the  interest  on  her  accumulated  assets,  for 
example,  to  receive  the  equivalent  of  tax-free  interest  income  —  a  substantial  benefit 
compared  with  current  law." 


^'BoBid  of  Governors  of  the  Federal  Reserve  System,  Balance  Sheets  of  U.S.  Households. 

"Under  a  transition  rule  that  treats  withdrawals  from  existing  savings  that  are  deposited  into  new 
savings  accounts  as  new  savings,  an  individual  could  draw  down  existing  savings,  deposit  the  amount  in  a  new 
savings  vehicle,  and  receive  a  lax  deduction  for  the  amotmt  deposited.   If  the  return  to  this  'new'  savings  is 
used  for  consumption,  the  individual  would  pay  tax  on  that  return.    But  the  original  tax  deduction  would  provide 
a  benefit  that  would  be  equivalent  to  receiving  the  interest  income  tax-free. 
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A  similar  problem  exists  for  businesses  that  have  purchased  equipment  prior  to  the  tax 
change  and  have  unused  depreciation  allowances.    Denying  depreciation  deductions  under  the 
consumption  tax  would  mean  that  businesses  would  not  be  able  to  recover  fully  the  cost  of 
those  capital  purchases,  and  that  income  from  capital  purchased  before  the  effective  date 
would  be  overtaxed.   It  would  impose  windfall  losses  on  firms  that  invested  prior  to  the 
effective  date,  placing  them  at  a  disadvantage  relative  to  businesses  that  purchased  equipment 
just  after  the  effective  date  of  the  new  consumption  tax. 

Transition  rules  could  reduce  windfall  losses  in  this  case,  but  they  would  likely 
sacrifice  tax  revenue  and  lead  to  greater  complexity.   For  example,  if  the  consumption  tax  is 
collected  only  at  the  business  level,  businesses  could  be  allowed  to  deduct  immediately  the 
balance  of  their  depreciation  allowances,  though  little  revenue  would  be  collected  from 
businesses  during  the  early  years  of  the  tax  under  this  scheme.   Extending  the  depreciation 
deductions  over  a  number  of  years  would  spread  out  the  revenue  loss,  but  it  would  require 
businesses  to  segregate  old  and  new  assets  during  the  transition  period  and,  therefore,  would 
increase  complexity. 


Coordination  with  State  and  local  sales  taxes 

An  additional  administrative  consideration  is  the  coordination  of  a  Federal 
consumption  tax  with  State  and  local  government  tax  systems.   Historically,  States  have 
depended  heavily  on  retail  sales  taxes  and  excise  taxes  for  revenues.   The  adoption  of  a 
national  sales  tax  or  Federal  VAT  is  likely  to  be  seen  as  an  infringement  upon  this  important 
revenue  source  for  State  and  local  governments.    In  addition,  a  Federal  VAT  or  national 
sales  tax  would  create  a  new  type  of  tax  for  businesses  to  adnunister.   Some  businesses 
would  be  responsible  for  either  the  VAT  (or  national  sales  tax)  or  a  State  sales  tax,  while 
others  would  be  liable  for  both.   The  amount  of  State  sales  tax  or  VAT  (or  national  sales  tax) 
collected  would  depend  on  which  tax  was  applied  first  and  whether  that  tax  was  included  in 
the  tax  base  for  the  other  one.   Particular  goods  and  services  might  be  taxable  under  a  VAT 
(or  national  sales  tax)  and  exempted  under  the  State  sales  tax,  or  vice  versa,  thereby  creating 
additional  administrative  problems.    Although  sales  taxes  are  generally  under  the  purview  of 
the  States,  the  closeness  of  the  tax  bases  would  put  the  States  under  pressure  to  conform  to 
Federal  law. 


Conclusion 

A  change  as  dramatic  as  replacing  the  income  tax  system  with  a  consumption  tax 
should  only  be  attempted  if  the  expected  economic  benefits  of  taxing  consumption  are 
reasonably  certain  to  be  larger  than  the  total  costs,  burdens,  and  risks  of  moving  to  a 
completely  new  tax  system.    In  making  such  a  determination,  it  is  misleading  to  compare  a 
theoretically  ideal  consumption  tax  and  the  income  tax  system  in  place  today.   A  realistic 
comparison  would  recognize  that  exclusions  would  likely  be  made  under  the  replacement 
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system  ~  either  for  administrative  reasons  or  to  support  social  and  economic  goals  —  and  that 
those  exclusions  would  reduce  the  economic  benefits  of  the  change  and  increase  complexity. 
A  realistic  comparison  would  also  recognize  that  what  we  call  an  income  tax  in  the  United 
States  is  really  a  hybrid  tax  system.   While  it  is  based  on  income,  it  incorporates  a  number 
of  consumption  tax  features  that  help  promote  saving.   For  example,  contributions  to 
pensions,  deductible  IRAs,  and  other  types  of  retirement  savings  are  deducted  from  taxable 
income,  and  the  earnings  on  these  savings  are  not  taxed  until  they  are  withdrawn.   Most  of 
the  savings  of  middle-income  Americans  are  in  assets  such  as  pensions  and  home  equity  that 
are  already  exempt  from  tax.   Proposals  for  further  reduction  in  taxes  on  income  from 
savings  of  middle-income  Americans,  such  as  the  proposal  in  the  President's  budget  to 
expand  the  use  of  IRAs,  should  be  carefully  examined  before  we  consider  doing  away  with 
the  income  tax. 

Based  on  all  of  the  considerations  described  in  my  testimony  today,  we  are  not 
convinced  that  the  case  for  completely  replacing  the  income  tax  with  a  consumption  tax  is 
compelling.   The  most  frequently  citaJ  economic  benefit  of  such  a  change,  an  increase  in 
private  saving,  is  uncertain  and  could  be  small.   The  fairness  of  replacing  the  income  tax 
with  a  consumption  tax  is  also  a  concern.   Moving  to  a  flat-rate  consumption  tax  would 
increase  the  tax  burden  on  low-income  families  and  lower  the  tax  burden  on  high-income 
families.   Efforts  to  improve  the  progressivity  of  consumption  tax  proposals  result  in 
complexity. 

In  general,  divergence  from  the  simple,  broad-based,  flat-rate,  consumption  tax  model 
--  for  administrative  reasons,  to  address  distributional  problems,  or  to  promote  social  and 
economic  goals  ~  will  result  in  more  complicated  tax  calculations,  higher  tax  rates  overall, 
and  reduced  efficiency  gains.   In  addition,  the  transition  could  take  many  years  to  complete, 
and  could  be  very  costly  and  complex.   Absent  special  transition  rules,  the  move  to  a 
consumption  tax  could  create  many  unintended  winners  and  losers.   New  savers  would  be 
advantaged  relative  to  those  who  saved  in  the  past,  including  many  of  the  elderly. 
Businesses  that  invest  after  enactment  of  the  consumption  tax  would  have  a  competitive 
advantage  over  businesses  that  invested  just  prior  to  the  change.    Rules  that  would  address 
these  situations  would  be  complex. 

We  commend  efforts  to  develop  consumption  tax  proposals  that  are  progressive  and 
revenue-neutral.   We  recognize  that  the  details  of  recent  tax  reform  proposals  have  not  yet 
been  provided,  and  that  the  details  will  affect  the  analysis  of  any  particular  proposal. 
However,  we  believe  that  replacing  the  income  tax  with  a  consumption  tax  ultimately  could 
be  excessively  complex  and  could  create  economic  disruption.   Moreover,  adopting  a  form  of 
consumption  tax  other  than  a  credit-invoice  VAT  or  RST  would  be  venturing  into  the 
unknown.   We  can  only  speculate  as  to  how  a  consumption  tax  collected  at  the  individual 
taxpayer  level  would  work.   There  is  no  experience  upon  which  to  gauge  its  effects  on  the 
U.S.  economy  or  its  administrative  and  compliance  costs,  and  no  way  to  anticipate  all  the 
potential  tax  avoidance  schemes  that  could  be  designed  to  exploit  the  new  tax  rules. 
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Other  countries  have  typically  introduced  consumption  taxes,  not  as  replacements  for 
progressive  income  taxes,  but  in  place  of  existing  distorting  sales  or  turnover  taxes.    Most  of 
our  trading  partners  now  rely  on  a  mixed  tax  system  that  combines  income  and  consumption 
taxes.    Consequently,  a  wholesale  replacement  of  the  income  tax  with  a  consumption  tax 
would  represent  a  grand  international  experiment.   The  burden  lies  with  the  proponents  of 
consumption  taxes  to  show  that  it  is  worthwhile  to  conduct  this  experiment  on  the  world's 
largest  and  most  complex  economy. 

Mr.  Chairman,  we  look  forward  to  working  with  the  Congress  on  improving  our  tax 
system.   In  particular,  we  will  give  serious  consideration  to  proposals  that  meet  the  tax 
policy  objectives  set  forth  above  ~  proposals  that  would  simplify  the  tax  system  and  improve 
economic  incentives  without  sacrificing  revenue  or  fairness. 
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Table  1 

Replace  Current  Individual  and  Corporate  Income  Taxes  (Including  the  ETTC) 
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duties  are  excluded   The  irvjKidual  rcome  tax  ia  aaaumed  to  be  borne  by  peyors,  tie  corporate  income  tax  by  cap4el  income  generaly,  payrol  taxes 
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Chart  1 :  Distributional  Effect  of  Replacing 

Current  Individual  and  Corporate  Income  Taxes 

with  a  14.3%  Flat  Rate  Consumption  Tax 

%  Change  in  After-Tax  Income 
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Source:  Department  o(  the  Treasury  (See  Table  1  lor  details) 
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Table  2. 
Components  of  Net  U.S.  National  Savings  as  a  Percentage  of  GDP 

1929-1994 


Net 

Net 

Total  Net 

Total  Net 
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Private 

Public 

National 

Year 
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Saving 

Saving 

Saving 

Saving 

1929 

2.4 

2.8 

5.2 

1.0 

6.2 

1939 

1.9 

0.8 

2.6 

-2.6 

0.0 

1949 

2.7 

4.2 

6.9 

-1.2 

5.7 

1959 

4.5 
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7.7 

-0.6 

7.1 

1969 
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1.0 

8.1 
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5.0 
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0.4 
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1989 
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-1.5 
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1990 

3.1 

1.6 

4.7 

-2.5 
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1991 

3.7 

1.7 

5.4 

-3.2 

2.2 

1992 

4.1 

1.2 

5.4 

-4.3 

1.1 

1993 

3.0 

2.2 

5.3 

-3.4 

1.9 

1994 

3.0 

2.0 

5.0 

-1.9 

3.0 

Average  1950- 

-59 

4.7 

2.9 

7.6 

-0.1 

7.5 

Average  1960- 

-69 

4.7 

3.6 

8.2 

-0.1 

8.1 

Average  1970- 

-79 

5.5 

2.6 

8.1 

-1.0 

7.2 

Average  1980- 

-89 

4.5 

1.5 

6.0 

-2.4 

3.6 

Average  1990- 

-94 

3.4 

1.8 

5.1 

-3.1 

2.1 

Office  of  Tax  Analysis 

U.S.  Department  of  the  Treasury 


February  1 995 


Source:  Department  of  Commerce,  Bureau  of  Economic  Analysis 
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Table  3 


Tax  Revenues  by  Type  of  Tax  as  a  Percentage  of  GDP 
for  Selected  Countries:   1992 


Income  & 

Social 

Goods  & 

Total 

ProfiU 

Security 

Property 

Services 

Other' 

Canada 

36.S 

16.4 

6.0 

4.0 

9.5 

0.5 

France 

43.6 

7.6 

19.5 

2.2 

11.7 

2.7 

Germany 

39.6 

12.7 

15.2 

1.1 

10.6 

0 

Italy 

42.4 

16.6 

13.3 

1.0 

11.4 

0.1 

Japan 

29.4 

12.5 

9.7 

3.1 

4.1 

0.1 

United  Kingdom 

35.2 

12.7 

6.3 

2.8 

12.1 

1.3 

United  Sutes 

29.4 

12.2 

8.8 

3.3 

5.0 

- 

Source:           Orgar 

dzation  for  Economic  Coo| 

peration  and  D 

cvelopment, 

Revenue  Statistics  of 

QECD  Member  Countries.  1965-1993.  1994. 


'  Includes  certain  payroll  taxes  that  are  not  earmarked  for 
social  security,  taxes  Imposed  on  other  bases  not  otherwise 
identified  or  identifiable  and  fines  and  penalties. 
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Table  4 

Tax  Revenues  by  Type  of  Tax  as  a  Percentage  of  Total  Taxation 
for  Selected  Countries:  1992 


Income  &    Social  Goods  & 

Profits  Security  Property  Services    Other' 


Canada 

45.0 

16.5 

11.1 

26.1 

1.4 

France 

17.3 

44.6 

5.0 

26.8 

6.3 

Germany 

32.0 

38.4 

2.7 

26.9 

- 

Italy 

39.1 

31.3 

2.4 

26.9 

0.3 

Japan 

42.4 

32.8 

10.5 

14.0 

0.3 

United 

Kingdom 

36.1 

17.8 

7.9 

34.4 

3.7 

United 

States 

41.5 

29.9 

11.4 

17.1 

- 

Source:    Organization  for  Economic  Cooperation  and 

Development,  Revenue  Statistics  of  OECD  Member 
Countries.  1965-1993.  1994. 


'  Includes  certain  payroll  taxes  that  are  not  earmarked  for 
social  security,  taxes  imposed  on  other  bases  not  otherwise 
identified  or  identifiable  and  fines  and  penalties. 
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Table  5 
Average  Net  National  Saving  Rates  for  Selected  Countries 

Country  1980's  1990  1991  1992 

Canada  8.4  5.0  2.5  1.5 

France  7.9  8.6  7.6  6.5 

Germany  9.8  12.5  10.4  9.8 

Italy  9,8  7.8  6.8  5.2 

Japan  18.2  19.8  20.0  18.2 

United  Kingdom  4.8  3.6  2.4  2.0 

United  States  4.5  3.1  2.8  1.9 

Source:    OECD,  National  Accounts  1980-1992.  1994. 

Note:  Data  are  based  on  the  OECD  System  of  National  Accounts 
(SNA)  methodology  which  differs  slightly  from  the  U.S. 
National  Income  Accounts  System. 
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Table  6 
Average  Annual  Growth  Rates  of  Real  Per  Capita  GDP 
in  G7  Countries,   1980  -  1992 


1980  to 

1990  to 

Country 

1990 

1992 

(percent) 

Canada 

1.9 

-1.9 

France 

1.8 

0.4 

Germany 

^0 

2.0 

Italy 

ZO 

0.9 

Japan 

3.5 

2.4 

United  Kingdom 

2.5 

-1.8 

United  States 

1.8 

-0.1 

Office  of  Tax  Analysis 
U.S.  Treasury  Department 


February  1995 


Source:  Organization  for  Economic  Cooperation  and  Development 
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Chairman  DOMENICI.  We  are  going  to  turn  now  to  Harry 
Gutman,  a  partner  in  King  &  Spalding,  formerly  working  on  the 
Hill  with  Joint  Tax,  We  appreciate  your  thoughts.  Your  statement 
will  be  made  a  part  of  the  record. 

STATEMENT  OF  HARRY  L.  GUTMAN,  PARTNER,  KING  & 

SPALDING 

Mr.  GuTMAN.  Thank  you,  Mr.  Chairman. 

What  I  would  like  to  do  is  just  summarize  the  statement  and 
then  take  the  questions  that  you  or  other  members  of  the  commit- 
tee may  have. 

I  am  pleased  to  have  the  opportunity  to  appear  before  you  this 
morning  to  discuss  the  issues  that  have  been  raised  by  various  pro- 
posals to  replace  the  current  income  tax  with  a  consumption-based 
tax. 

Consumption-based  tax  proposals  have  been  receiving  increasing 
attention  here  on  the  Hill,  and  with  that  has  come  expanded  media 
coverage.  In  light  of  the  high  profile  that  these  proposals  are  now 
receiving,  I  believe  it  is  important  that  they  be  addressed  objec- 
tively and  dispassionately.  In  that  context,  I  think  it  is  a  grand 
thing  that  the  Chairman  has  held  this  hearing,  and  I  hope  I  can 
make  a  positive  contribution  to  it. 

At  the  outset,  I  want  to  note  that  I  have  no  dog  in  this  fight.  My 
objective  is  to  be  informative  and  to  try  to  answer  questions  and 
make  a  few  observations  that  I  have  based  on  my  experience  in 
thinking  about  these  issues  over  the  years. 

In  that  connection,  I  would  like  to  point  out  a  number  of  issues 
that  I  believe  are  significant  and  to  which  you  must  address  atten- 
tion. 

First  of  all,  I  think  one  has  to  address  the  question  of  whether 
a  movement  in  the  direction  of  consumption-based  taxation  is  un- 
ambiguously in  the  best  interest  of  the  country. 

Second,  if  it  is,  by  what  method  should  consumption  taxation  be 
imposed? 

The  proportion  of  the  revenue  base  that  consumption  tax  ought 
to  represent  is  an  issue  that  needs  to  be  addressed. 

There  is,  I  think,  a  substantial  question  about  the  support  of  po- 
litical constituencies  for  consumption  taxation,  because  consump- 
tion taxation  affects  different  constituencies  in  different  ways  rel- 
ative to  the  income  tax. 

I  think  there  are  perceived  fairness  issues  that  may,  in  fact,  be 
real  fairness  issues  that  must  be  addressed  in  the  design  of  the 
system. 

Finally,  it  is  extremely  important  to  deal  with  the  revenue  con- 
sequences of  a  significant  move  to  a  consumption  tax  system.  And 
I  think  all  of  those  are  the  issues  that  you  are  thinking  about  and 
addressing  in  your  various  proposals. 

The  general  points  that  I  would  make  with  respect  to  those  is- 
sues are  as  follows: 

First  of  all,  one  should  not  be  fooled  by  labels.  It  is  important  to 
recognize  that  a  number  of  forms  of  consumption  taxation,  however 
they  are  described,  are  economically  equivedent.  A  value-added  tax 
is  the  equivalent  of  a  retail  sales  tax  is  the  equivalent  of  a 
consumed  income  tax  in  economic  terms. 


351 

Second,  there  is  a  temptation,  I  think,  to  blame  the  messenger 
sometimes,  and  I  hope  that  that  temptation  will  be  resisted.  There 
are  some  things  about  a  consumption  tax  that  are  true,  for  exam- 
ple, a  consumption  tax  exempts  the  income  from  newly  invested 
capital  from  tax.  It  is  not  a  deferral.  It  is  an  exemption.  And  that 
is  an  economic  fact,  and  it  is  one  that,  in  fact,  is  the  reason  that 
consumption  taxes  are  favored  by  many  economists. 

There  are  other  items  about  a  consumption  tax  that  can't  be 
proved.  For  example,  no  matter  what  our  intuition,  we  simply  do 
not  know  its  effect  on  savings.  Our  intuition  is  that  it  will  increase 
savings.  The  empirical  data  do  not  provide  conclusive  evidence  of 
that  fact. 

The  debate  has  to  acknowledge  these  kinds  of  uncertainties  and 
move  beyond  them. 

I  believe  a  persuasive  case  can  be  made  for  a  tax  system  that  re- 
lies more  heavily  than  ours  on  consumption-based  taxation,  but  the 
perceived  deficiencies  of  a  tax  system  that  is  based  solely  on  con- 
sumption may  be  real  and,  I  think,  have  to  be  addressed. 

I  do  not  know  how  to  move  from  our  present  tax  structure  to  one 
based  wholly  on  consumption.  The  issues  that  Mr.  Toder  raised 
with  respect  to  transition  and  essentially  how  accumulated  tax- 
paid  savings  in  the  system  are  to  be  treated  in  a  transition  world 
are  formidable,  both  from  a  point  of  view  of  administration  and 
from  a  point  of  view  of  revenue. 

If  improving  returns  to  capital  is  an  objective — and  I  think  it 
should  be — I  suggest  that  more  attention  be  paid  to  eliminating  the 
double  tax  on  corporate  profits  through  integrating  the  corporate 
and  individual  income  taxes.  The  prior  treasury  produced  a  study 
in  this  regard.  One  of  the  conclusions,  I  think  it  is  fair  to  say, 
among  most  economists  is  that  there  is  no  conceptual  justification 
for  a  separate  tax  on  corporate  earnings,  and  that  if  corporate 
earnings — if  a  way  could  be  found  to  subject  corporate  earnings  to 
tax  one  time,  that  would  be  a  good  thing  to  do.  And  I  would  sug- 
gest that  more  effort  be  made  in  that  direction  if,  in  fact,  the  so- 
called  double  taxation  on  corporate  earnings  is  to  be  eliminated. 

I  would  ask  the  question  about  political  support  for  consumption 
taxation  because  I  think  it  is  something  that,  before  all  is  said  and 
done,  is  an  issue  all  of  you  are  going  to  have  to  address.  I  suspect, 
for  example,  that  business  does  not  have  a  united  view  with  re- 
spect to  the  merits  of  moving  wholly  to  a  consumption  tax.  Capital- 
intensive  industries  would,  I  think,  favor  it,  but  industries  that 
produce  goods  £ind  services  for  consumption  by  consumers  may  not 
have  the  same  view  of  the  merits  of  a  consumption  tax. 

There  is  a  significant  issue,  I  think,  with  respect  to  how  State 
and  local  governments  that  rely  currently  on  consumption  taxes  as 
a  large  part  of  their  tax  base  will  react  to  a  move  by  the  Federal 
Government  essentially  to  take  a  piece  of  that  tax  base. 

I  think  support  for  a  consumption  tax  might  well  depend  in  large 
measure  on  whether  the  tax  is  a  substitute  tax  or  an  add-on  tax, 
and  I  think  that  is  an  issue  that  needs  to  be  addressed. 

Finally,  for  me — and  I  am  not  an  economist.  I  am  a  lawyer.  I 
have  done  some  teaching,  and  I  have  spent  a  lot  of  time,  I  think, 
in  the  literature  in  this  area — which,  by  the  way,  is  rich  literature. 
I  think  there  is  a  great  temptation  to  get  mired  in  economics  here, 
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and  I  suggest  that  to  the  extent  you  can,  you  resist  the  temptation 
to  get  mired  in  economics.  Economic  issues  are,  of  course,  impor- 
tant. But  in  the  end,  the  traditional  indicia  of  a  good  tax  system, 
the  indicia  to  which  Mr.  Armey  and  Senator  Nunn  have  referred — 
fairness,  neutrahty,  and  administrabihty — are  going  to  have  to  be 
confronted,  and  they,  in  fact,  may  end  up  controlHng  the  outcomes. 

In  my  statement,  I  outUned  a  number  of  reasons  that  attention 
has  become  focused  on  consumption-based  taxes.  We  have  heard 
them  from  Mr.  Armey  and  Senator  Nunn  and  Mr.  Toder  today.  My 
statement  attempts  to  address  in  detail  the  extent  to  which  the 
proposed  structures  actually  accomplish  the  results  one  wants  to 
achieve. 

I  am  not  going  to  go  through  that  now.  The  material  is,  as  I  say, 
in  my  statement.  In  summary,  though,  there  is  no  conclusive  em- 
pirical evidence  that  the  consumption  tax  will  increase  private  sav- 
ings significantly.  Second,  there  are  substantial  fairness  issues  that 
must  be  examined.  In  particular,  some  will  certainly  react  ad- 
versely to  the  fact  that  a  consumption  tax  exempts  capital  income 
from  taxation  and  will  certainly  want  to  suggest  that  there  be  some 
component  of  the  tax  system  that  would  deal  with  the  taxation  of 
accumulated  capital. 

The  fact  that  tax  burdens  may  increase  for  the  elderly  in  a  con- 
sumption tax  relative  to  an  income  tax  may  also  cause  problems 
and  just  simply  have  to  be  addressed. 

Third,  I  think  replacing  the  corporate  income  tax  with  a  con- 
sumption tax  is  not  terribly  likely  to  improve  our  trade  position.  As 
Senator  Nunn  has  noted,  correctly,  the  border  tax  adjustability  fea- 
ture of  the  consumption  tax  does  level  the  playing  field  between  ex- 
ports and  imports,  but  it  does  not  provide  an  export  subsidy. 

Finally,  a  consumption  tax  that  is  politically  feasible  is  unlikely 
to  be  significantly  simpler  than  the  current  income  tax.  Some  ele- 
ments of  the  latest  version  of  the  USA  Tax  System,  and  particu- 
larly the  net  savings  account  provision,  are  just  as  complex  as  any- 
thing that  we  have  seen  in  the  income  tax,  and,  in  fact,  maybe 
more  complex.  So,  again,  we  have  a  design  issue  here. 

There  are  a  number  of  other  related  areas  that  need  to  be  dealt 
with:  the  area  of  the  taxation  of  wealth  accumulations  which  is 
brought  into  play  because  of  the  failure  of  a  consumption  tax  to  tax 
income  from  capital.  There  are  signific£int  international  tax  impli- 
cations involving  essentially  the  harmonization  of  a  new  tax  system 
with  the  existing  tax  system  around  the  world. 

Finally,  there  is  the  question  of  rates.  Since  the  consumption  tax 
base  explicitly  excludes  from  the  base  income  from  capital,  it  is 
likely  that  rates  relative  to  the  income  tax  will  need  to  be  increased 
if,  in  fact,  we  are  to  produce  the  same  amount  of  revenue  from  the 
system.  And  when  that  fact  is  coupled  with  the  fact  that  the 
amount  of  consumption  that  is  subject  to  tax  relative  to  the  income 
tax  with  respect  to  the  elderly  becomes  greater,  there  is  a  political 
issue,  again,  that  needs  to  be  dealt  with. 

I  think  it  is  extremely  important  that  all  of  us  address  the  issues 
of  the  economic  well-being  of  our  country,  and  in  that  context,  we 
certainly  need  to  ask  the  extent  to  which  our  current  tax  structure 
influences  our  well-being  and  to  examine  alternatives.  And  those 
alternatives  must  be  examined  fully. 
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As  the  exploration  continues,  I  would  hope  that  we  would  keep 
in  mind  some  of  the  fundamental  issues  that  I  have  outlined  here 
so  that  when  we  get  to  the  point  of  actually  thinking  about  and  you 
get  to  the  point  of  voting  on  legislation,  that  these  issues  have  been 
fully  debated. 

Thank  you,  Mr.  Chairman,  I  will  be  happy  to  take  any  questions. 

Chairman  DOMENICI.  Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Gutman  follows:] 
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STATEMENT  OF 

HARRY  L.  GUTMAN 

BEFORE  THE 

COMMITTEE  ON  THE  BUDGET 

UNITED  STATES  SENATE 

FEBRUARY  22,  1995 


Mr.  Chairman  and  Members  of  the  Committee: 

I  am  pleased  and  honored  to  have  the  opportunity  to  appear  before  you  this  morning  as  an 
invited  witness  to  discuss  the  issues  raised  by  various  proposals  to  replace  the  current  income  tax 
system  with  a  consumption-based  tax. 

Consumption-based  tax  proposals  have  received  increasing  Congressional  attention  and 
with  that  has  come  expanded  media  coverage    In  light  of  the  high  profile  that  these  proposals 
have  achieved,  I  believe  it  is  important  that  they  be  addressed  objectively  and  dispassionately.  I 
commend  the  Chairman  for  holding  this  hearing  and  hope  that  I  can  make  a  positive  contribution 
to  the  debate. 

At  the  outset,  I  note  that  I  have  no  dog  in  this  fight.  My  objective  is  to  be  informative. 
In  that  connection,  you  should  be  aware  that  a  significant  range  of  substantial  issues  exist  in 
deciding: 

(1)  whether  movement  in  the  direction  of  consumption-based  taxation  is  unambiguously 
in  the  best  interest  of  the  country; 

(2)  if  it  is,  the  method  by  which  consumption-based  taxation  should  be  imposed; 

(3)  the  proportion  of  the  revenue  base  it  should  represent; 

(4)  whether  it  has  the  support  of  any  significant  political  constituency; 

(5)  how  to  deal  with  perceived  fairness  issues;  and 

(6)  what  revenue  consequences  ensue 

The  general  points  I  want  to  make  fall  into  the  following  categories: 

(1)  Do  not  be  fooled  by  labels.  It  is  important  to  recognize  the  economic  equivalence  of 
the  various  ways  in  which  consumption  may  be  taxed. 
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(2)  Do  not  blame  the  messenger.  There  are  some  things  about  a  consumption  tax  that  are 
true.  For  example,  it  exempts  the  income  from  capital  from  tax.  There  are  others  that  caimot  be 
proved.  For  example,  we  do  not  know  its  effect  on  savings.  The  debate  has  to  acknowledge 
these  factors  and  move  beyond  them 

(3)  A  persuasive  case  can  be  made  for  a  tax  system  that  relies  more  heavily  than  ours  on 
consumption-based  taxation,  but  the  perceived  deficiencies  of  a  tax  system  based  solely  on 
consumption  may  be  real  and  in  any  event  must  be  addressed. 

(4)  I  do  not  know  how  to  move  from  our  present  tax  structure  to  one  based  wholly  on 
consumption  because  I  am  unable  to  solve  the  practical  and  revenue  problems  associated  with  the 
change. 

(5)  If  improving  returns  to  capital  is  an  objective,  more  attention  should  be  paid  to 
eliminating  the  "double-tax"  on  corporate  profits  through  integrating  the  corporate  and  individual 
income  taxes. 

(6)  Where  is  the  political  support  for  consumption  taxation?  I  suspect  that  business  does 
not  have  a  united  view.  Capital  intensive  industries  would  favor  it  while  those  producing  goods 
and  services  might  not.  How  vnW  state  and  local  governments  that  rely  heavily  on  consumption 
taxes  today  react?  Support  for  a  consumption-tax  might  depend  upon  whether  the  tax  is  a 
substitute  tax  or  an  add-on  tax. 

(7)  There  is  a  great  temptation  to  get  mired  in  the  economics.  I  suggest  that  this 
temptation  be  resisted.  Although  the  economic  issues  are  important,  in  the  end  the  traditional 
indicia  of  a  good  tax  system  ~  fairness,  neutrality  and  administrability  ~  will  have  to  be 
confronted  and  may,  in  fact,  carry  the  day. 

BACKGROUND 

Having  made  these  general  points,  I  should  like  briefly  to  outline  a  number  of  the  reasons 
that  attention  has  come  to  be  focused  on  consumption-based  taxation.  In  recent  years,  concerns 
have  emerged  regarding  the  United  States'  ability  to  compete  internationally.  This  increased 
attention  on  competitiveness  stems  in  large  part  from  several  economic  trends:  slow  growth  in 
productivity  and  real  wages,  large  U.S.  trade  deficits,  an  increased  reliance  on  foreign  capital,  and 
low  national  savings  rates  relative  to  other  economic  powers.  Policymakers  have  been  challenged 
to  find  the  sources  of  these  negative  trends  and  to  propose  methods  to  remedy  them. 

One  of  these  trends  ~  the  low  level  of  national  savings  —  is  often  cited  as  a  cause  of  the 
others.  It  is  argued  that  the  low  level  of  savings  increases  our  cost  of  capital  relative  to  those  of 
our  economic  competitors,  thereby  impeding  overall  capita!  investment.  Because  investment  has 
been  slowed,  the  argument  continues,  the  capital  stock  is  smaller  than  it  otherwise  would  be.  This 
smaller  capital  stock  has  meant  lower  productivity,  lower  real  wages  and  a  lower  standard  of 
living.  Thus,  according  to  this  theory,  increasing  our  level  of  national  savings  is  the  answer  -  it 
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would  reduce  the  domestic  cost  of  capital,  which  in  turn  would  increase  capital  investment  and 
ultimately  our  capital  stock,  improve  our  productivity,  raise  the  standard  of  living  and  reducing 
the  trade  deficit. 

Many  beheve  that  the  low  level  of  national  savings  and  the  higher  cost  of  capital  is 
attributable,  at  least  in  part,  to  our  present  income  tax  system.  Thus,  some  efforts  to  improve  our 
savings  levels  have  focused  on  revising  the  tax  system.  In  recent  years,  a  number  of  economic 
and  tax  experts  have  suggested  a  consumption-based  tax  system  as  a  method  of  encouraging 
savings  and  improving  our  competitiveness  worldwide.  They  argue  that  a  consumption  tax, 
unlike  an  income  tax,  does  not  distort  saving  behavior,  because  a  consumption-based  tax  does 
not,  by  definition,  tax  income  fi'om  capital. 

Coupled  with  this  macroeconomic  concern  is  a  related  concern  that  our  current  income 
tax  system  is  too  complex  and  imposes  unacceptably  high  compliance  costs.  Others  have  pointed 
out  that  proper  measurement  of  gains  and  losses  on  the  sale  of  property  as  well  as  the  allowance 
of  appropriate  cost  recovery  allowances  are  difficult  to  determine  in  an  income  tax  due  to  the 
effects  of  inflation.  Critics  of  the  current  system  contend  that  these  problems  would  be  eliminated 
if  a  consumption-based  system  were  substituted  for  the  current  system. 

THE  ARMEY  PROPOSAL  AND  THE  USA  TAX  SYSTEM 

The  Committee  this  morning  has  heard  descriptions  of  two  forms  of  a  consumption-based 
tax.  Both  are  intended  to  replace  the  current  individual  and  corporate  income  tax.  Congressman 
Armey's  proposal  is  in  two  parts.  The  individual  portion  is  a  single  rate  tax  on  earned  income  and 
pension  distributions  reduced  by  an  exemption  amount.  The  business  portion  is  a  single  rate  tax 
on  gross  receipts  less  all  business  inputs  (including  wages).  The  Armey  proposal  is  basically  a  flat 
rate  wage  tax  coupled  with  a  subtraction  method  VAT  in  which  wages  are  deductible. 

The  second  consumption-based  tax  proposal  is  the  "Unlimited  Savings  Allowance  Income 
Tax  System"  ("USA  Tax  System")  proposed  for  discussion  by  the  Chairman  and  Senator  Nunn. 
Their  proposal  also  consists  of  two  components:  a  flat  rate  business  tax  and  a  graduated  rate 
individual  tax.  The  business  tax  is  essentially  a  subtraction-method  VAT  ~  every  business 
(whether  incorporated  or  not)  would  pay  a  tax  on  the  amount  of  its  sales  less  the  cost  of  its 
purchases.  For  this  purpose,  "purchases"  would  include  machinery,  equipment  and  other  capital 
assets    In  other  words,  the  proposal  would  permit  immediate  expensing  of  capital  assets.  A 
deduction  would  also  be  allowed  for  outside  services  purchased  from  other  businesses.  No 
deduction  would  be  provided  for  labor  costs,  but  businesses  would  be  granted  a  credit  for  the 
employer  portion  of  payroll  taxes.  Sales  of  exported  products  would  be  excluded  from  the  tax 
base,  and  a  tax  on  imports  would  be  imposed 

The  proposed  individual  tax  is  a  personal  consumption  tax  -that  is,  essentially  an  income 
tax  with  an  unlimited  ERA  deduction.  A  graduated  rate  structure  would  be  imposed  on  cash 
receipts  (including  wages  and  salaries,  interest  and  dividends,  and  proceeds  from  asset  liquidations 
but  excluding  a  number  of  income  items,  such  as  interest  received  on  state  and  local  bonds,  that 
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are  excluded  from  income  under  current  law)  less  the  amount  by  which  net  savings  has  increased 
during  the  tax  year.  Personal  exemptions  and  a  standard  deduction  would  be  allowed  as  under 
current  law.  Individuals  would  also  receive  a  tax  credit  for  the  employee  portion  of  payroll  taxes. 
The  current  deductions  for  home  mortgage  interest  and  charitable  contributions  would  be  retained 
and  a  new  deduction  for  educational  expenses  would  be  permitted.  Borrowings  would  not  be 
included  in  the  tax  base.  Under  this  tax  structure,  capital  income  is  not  subject  to  tax. 

The  USA  Tax  System,  among  other  things,  is  said  to  provide  Americans  the  opportunity 
to  save  and  invest  for  their  future,  allow  U.S.  businesses  to  compete  more  effectively  in  the 
international  marketplace,  increase  the  growth  potential  of  our  economy,  preserve  tax 
progressivity  and  otherwise  be  perceived  as  fair,  simplify  tax  compliance,  and  meet  federal 
revenue  requirements. 

ANALYSIS 

Using  the  expressed  goals  of  the  USA  Tax  System  as  a  framework,  I  would  like  first  to 
explore  some  of  the  difficult  issues  that  will  need  to  be  addressed  and  resolved  before  a 
consumption-based  tax  system,  like  the  USA  Tax  System,  can  be  adopted.  In  making  these 
remarks  I  am  responding  specifically  to  the  invitation  of  Alliance  USA  for  comments  on  the 
proposal. 

At  the  outset,  I  note  that  the  idea  of  a  progressive  tax  on  consumption  expenditures  is  not 
new.  Its  origins  date  back  to  John  Stuart  Mill  and  the  notion  has  attracted  attention  over  the 
years  from  many  economists  and  tax  experts.  There  is  a  rich  body  of  academic  work  devoted  to 
the  advantages  and  defects  of  a  consumption-based  tax,  much  of  which  I  will  draw  upon  today. 
Indeed,  the  current  proposal  has  very  impressive  intellectual  parentage  in  the  persons,  among 
others,  of  William  Andrews  of  Harvard  Law  School  and  David  Bradford  of  Princeton.  They  are 
both  distinguished  scholars.  \  et,  despite  this  theoretical  attraction,  only  two  countries— Sri  Lanka 
and  India-have  actually  attempted  to  institute  a  personal  consumption  tax.  Both  countries 
abandoned  the  tax  after  brief  trials.  In  1976,  Sri  Lanka  attempted  to  reinstitute  a  personal 
consumption  tax  but  once  again  abandoned  the  tax  because  (according  to  Sri  Lanka's  minister  of 
finance)  it  was  deemed  "unworkable  and  impractical  in  an  economy  like  that  of  Sri  Lanka." 

Now  I  would  like  to  turn  to  a  discussion  of  the  expressed  goals  of  the  consumption  tax. 

Does  a  consumption  tax  increase  savings? 

National  saving  is  comprised  of  both  public  saving  and  private  saving.  In  its  current  form, 
the  USA  Tax  System  is,  I  believe,  intended  to  be  revenue  neutral,  so  it  does  not  increase  public 
saving.  Any  increase  in  national  saving  would  therefore  have  to  result  exclusively  from  increased 
private  saving  induced  by  the  reduction  in  the  taxes  on  capital  income  that  occurs  as  a  result  of 
the  substitution  of  consumption  for  income  taxation.  One  might  anticipate  this  result  because  in  a 
consumption  tax  the  income  from  capital  is  tax  free. 
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While  the  argument  that  savings  will  increase  if  the  rate  of  taxation  on  capital  is  zero 
sounds  appealing,  it  is  not  at  all  clear  that  it  is  correct.  The  theoretical  effect  on  saving  of  a 
reduction  of  taxes  on  capital  income  is  ambiguous.  On  the  one  hand,  the  increased  return  to 
saving  makes  an  additional  dollar  of  saving  more  profitable  than  it  had  been  before  the  tax  change. 
That  effect  should  encourage  people  to  save  additional  amounts.  On  the  other  hand,  the  increased 
return  people  receive  on  assets  they  have  already  accumulated  and  on  saving  they  had  already 
planned  makes  them  wealthier.  That  effect  may  lead  people  to  save  less,  because  they  do  not 
need  as  much  saving  to  finance  the  same  level  of  fiiture  consumption.  These  two  effects  work  in 
opposite  directions,  so  the  net  effect  on  the  amount  of  saving  is  unclear. 

Empirical  investigation  of  the  responsiveness  of  personal  saving  to  after-tax  returns 
provides  no  conclusive  results.  Some  studies  find  personal  saving  responds  strongly  to  increases 
in  the  net  return,  while  others  find  no  response  or  even  a  negative  response.  These  studies  indicate 
that  we  still  do  not  understand 

the  causes  of  the  decline  in  the  our  saving  rate  and  that  tax  policy  is  at  best  an  uncertain  tool  for 
reversing  the  underlying  trend. 

Will  a  Consumption  Tax  Be  Perceived  As  Fair? 

A  personal  consumption  tax,  like  the  individual  portion  of  the  USA  Tax  System,  explicitly 
uses  consumption,  rather  than  income,  as  a  measure  of  an  individual's  ability  to  pay  taxes.  Under 
today's  income-based  tax  system,  we  think  of  an  individual's  ability  to  pay  taxes  in  terms  of  the 
amount  of  income  earned  during  the  year—that  is,  the  more  income  an  individual  earns,  the  better 
able  he  or  she  is  to  pay  a  portion  of  that  income  to  the  federal  government  through  taxes.  In 
contrast,  a  personal  consumption  tax  system  looks  to  the  level  of  an  individual's  spending  to 
determine  the  amount  of  tax  owed.  The  source  of  the  money  expended  is  not  considered.  For 
example,  an  individual  who  earns  wages  of  $20,000  per  year  and  spends  all  of  that  income  on 
daily  living  expenses  will  have  all  of  his  income  subject  to  tax.  In  contrast,  an  individual  who 
earns  wages  of  $100,000,  spends  $20,000  on  living  expenses,  and  saves  the  other  $80,000  will 
have  only  20%  of  his  income  subject  to  tax  currently.  Finally,  an  individual  who  is  retired  or 
otherwise  unemployed  and  needs  to  spend  $20,000  fi-om  his  savings  for  general  living  expenses 
will  be  subject  to  the  same  amount  of  tax  as  the  individuals  in  the  first  two  examples. 

This  result  may  not  seem  fair  to  those  who  are  accustomed  to  thinking  of  an  individual's 
ability  to  pay  taxes  in  terms  of  the  amount  of  income  earned  in  a  given  year.  Indeed,  the  public 
perception  that  income  is  the  best  measure  of  a  taxpayer's  ability  to  pay  taxes  was  evidenced  by 
the  enactment  of  the  present-law  alternative  minimum  tax  (AMT),  which  was  enacted  in  part  as  a 
response  to  complaints  that  many  taxpayers  with  high  current  incomes  were  paying  no  federal  tax. 

Some  people  may  also  view  a  consumption-based  tax  as  unfair  because  it  exempts  fi'om 
tax  the  returns  on  capital  assets.  To  demonstrate  that  a  consumption  tax  has  the  same  effect  as 
exempting  returns  on  capital  assets,  assume  the  tax  rate  is  40  percent  and  the  rate  of  return  on 
assets  is  10  percent.  Under  a  consumption-based  system,  if  a  taxpayer  invests  $1,000  in  a  given 
year,  his  tax  liability  in  that  year  will  fall  by  $400,  thus  his  investment  has  an  after-tax  cost  of  only 
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$600    After  one  year,  the  investment  will  be  worth  $1,100.  If  he  withdraws  that  money  the 
following  year  and  spends  it,  he  would  pay  tax  of  $1,100  times  40%,  or  $440,  leaving  him  with 
$660. 

Now,  in  a  system  with  no  tax,  still  assuming  a  10  percent  rate  of  return  on  ass^s,~the 
following  would  occur.  A  taxpayer  could  invest  $600,  and  at  the  end  of  one  year,  he  would  have 
$660,  the  same  amount  as  the  taxpayer  in  the  first  example.  As  you  can  see,  a  consumption  tax 
has  the  exact  same  efifect  as  not  taxing  returns  on  capital  assets. 

A  consumption  tax  creates  a  different  pattern  to  the  timing  of  tax  payments  across  a 
taxpayer's  lifetime.  For  those  accustomed  to  an  income  tax,  this  pattern  may  be  perceived  as 
unfair.  For  example,  some  would  argue  that  it  is  unfair  to  impose  a  large  tax  burden  (that  is,  a  tax 
based  on  the  amount  of  the  individual's  spending  rather  than  the  amount  of  his  or  her  income)  on 
an  unemployed  worker  or  a  retiree  who  is  living  off  accumulated  savings. 

The  USA  Tax  System  excludes  borrowing  and  interest  payments  from  the  tax  base,  except 
that  a  deduction  is  allowed  for  home  mortgage  interest.  The  exclusion  of  borrowing  from  the  tax 
based  coupled  with  a  savings  deduction  that  is  limited  to  "net"  savings  is  presumably  intended  to 
respond  to  concerns  that  including  borrowing  in  the  tax  base  would  unfairly  tax  those,  such  as 
students,  who  must  borrow  to  meet  their  expenses,  while  at  the  same  time  controlling  the 
arbitrage  opportunities  that  would  otherwise  arise  if  savings  were  not  calculated  taking  debt 
financing  into  account.  However,  the  arbitrage  possibility  remains  due  to  the  deductibility  of 
home  mortgage  interest. 

It  is  important  to  note,  moreover,  that  a  fairness  argument  can  be  made  in  defense  of  the 
consumption  tax  result.  Taxation  of  dissaving  is  the  price  paid  for  allowdng  savings  to  be  made  in 
pretax  dollars.  Thus,  taxation  of  dissaving  is  essentially  a  timing  question.  The  same  economic 
result  can  be  achieved  by  not  granting  a  deduction  for  savings  and  explicitly  exempting  the  income 
from  savings  from  the  tax  base.  This  latter  option  is  referred  to  in  the  literature  as  the 
"prepayment  option." 

Will  a  Consumption  Tax  Reduce  the  Trade  Deficit? 

Some  assert  that  the  border  tax  adjustments  that  can  be  made  in  a  consumption  tax 
provide  subsidies  for  exports  and  disincentives  to  imports.  In  fact,  however,  border  tax 
adjustments  provide  neither  incentives  nor  penalties  for  international  trade. 

To  analyze  this  argument,  one  must  first  understand  that  the  business  portion  of  the  USA 
Tax  System  is,  in  economic  terms,  a  value  added  tax.  A  VAT  based  on  the  destination  principle, 
like  the  business  portion  of  the  USA  Tax  System,  imposes  tax  on  imports  and  provides  tax  rebates 
on  exports.  These  import  fees  and  export  rebates  are  commonly  referred  to  as  border  tax 
adjustments  and  are  a  fixture  of  most  value-added  tax  systems  currently  in  place.  They  are  also 
fully  consistent  wdth  GATT  rules  as  long  as  they  do  not  discriminate  against  imports  or  provide 
over-rebates  on  exports    Because  the  tax  on  imports  has  the  appearance  of  a  protective  tariff,  and 
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the  rebate  on  exports  has  the  appearance  of  an  export  subsidy,  it  is  commonly,  but  erroneously, 
believed  that  a  VAT  (based  on  the  destination  principle)  would  help  the  U.S.  balance  of  trade. 

Economists  have  long  held  that  there  is  no  direct  effect  of  a  VAT  on  the  volume  of 
exports  or  imports.  In  fact,  the  imposition  of  a  tax  on  imports  (equal  to  that  imposed  on^oods 
produced  domestically)  and  a  similar  tax  rebate  on  exports  is  intended  to  maintain  a  level  playing 
field  between  domestic  and  foreign  producers  in  their  competition  for  business  in  both  domestic 
and  foreign  markets. 

An  example  will  help  illustrate  why  border  tax  adjustments  do  not  distort  or  subsidize 
international  trade.  Suppose  a  widget  produced  both  overseas  and  domestically  sells  for  $4.  With 
the  enactment  of  a  broad-based  U.S.  VAT  at  a  rate  of  10  percent,  the  price  of  the  widget  in  the 
U.S.  would  increase  by  10  percent  to  $4.40  (under  the  assumption  that  the  tax  is  passed  forward 
to  consumers)  for  widgets  produced  domestically  as  well  as  overseas.  This  result  occurs  because 
both  are  subject  to  the  tax—the  domestically  produced  widget  is  subject  to  the  normal  value-added 
tax  and  the  widget  produced  overseas  is  subject  to  the  import  tax  at  the  same  rate  as  the  VAT. 
Thus,  even  though  imports  are  subject  to  tax,  U.S.  buyers'  choice  between  imported  and 
domestically  produced  widgets  is  not  altered. 

Similarly,  foreign  consumers'  choice  between  goods  produced  in  the  U.S.  and  goods 
produced  in  their  own  country  is  not  altered  even  though  U.S. -produced  goods  are  provided  VAT 
rebates  when  exported.  Widgets  produced  outside  of  the  U.S.  and  sold  to  foreign  consumers 
remain  at  the  world  price  of  $4.00  and  widgets  produced  inside  the  U.S.  remain  at  $4.00  since  no 
U.S.  VAT  is  imposed  on  exported  widgets. 

It  is  sometimes  also  argued  that  a  VAT  or  a  retail  sales  tax  might  boost  the 
competitiveness  of  U.S.  firms  vis-a-vis  imports  or  foreign-owned  U.S.  firms.  In  the  case  of 
imports,  it  might  be  argued  that  foreign  firms  enjoy  access  to  U.S.  markets  but  bear  no  U.S.  tax 
since  under  the  source  principle  no  U.S.  income  tax  is  imposed  on  imported  goods.  In  the  case  of 
goods  produced  by  foreign-owned  U.S.  firms  importing  near-finished  goods  fi'om  the  foreign 
parent  company,  only  a  small  amount  of  total  income  properly  allocable  to  the  sale  of  that  product 
is  subject  to  U.S.  corporate  income  tax.  In  either  case,  the  foreign  firm  may  pay  little  U.S.  tax, 
while  its  U.S.  competitor  is  fiilly  subject  to  the  corporate  income  tax.  If  the  products  sold  in  the 
U.S.  by  both  foreign-  and  U.S. -owned  firms  were  subject  to  a  VAT  instead  of  a  corporate  income 
tax,  both  classes  of  firms  would  incur  the  same  U.S.  tax  liability.  Therefore,  it  is  argued  that  the 
competitiveness  of  U.S. -owned  firms  would  be  enhanced  by  the  imposition  of  a  value-added  tax, 
if  the  VAT  replaced  part  or  all  of  the  corporate  income  tax. 

To  analyze  the  validity  of  this  argument,  one  must  first  address  the  question  of  the 
incidence  of  a  value  added  tax  and  the  corporate  income  tax.  Many  economists  are  of  the  view 
that  value-added  taxes  are  principally  passed  along  to  consumers  in  the  form  of  higher  prices,  and 
that  corporate  income  taxes  are  principally  borne  by  owners  of  capital.  If  this  is  true,  replacing 
the  corporate  income  tax  with  a  VAT  will  not  significantly  affect  the  competitive  position  of  U.S. 
manufacturers.  Domestic  and  foreign  producers  may  be  subject  to  different  corporate  tax 
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burdens,  but  corporate  tax  burdens  are  not  significantly  reflected  in  the  price  of  corporate  goods. 
Thus,  the  relative  prices  of  goods  produced  by  U.S.-  and  foreign-owned  firms  is  not  affected. 
Value-added  taxes  would  raise  prices  uniformly  for  the  goods  of  both  domestic-  and 
foreign-owned  firms,  but  the  relative  attractiveness  of  their  goods  would  be  unaffected 
Therefore,  under  the  most  commonly  held  incidence  assumptions,  a  VAT,  as  compared  to  a 
corporate  income  tax,  does  not  directly  improve  the  U.S.  balance  of  trade  by  raising  the  price  of 
goods  of  foreign-owned  firms.  Moreover,  even  if  the  corporate  income  tax  increases  prices 
instead  of  reducing  profits,  under  a  system  of  flexible  exchange  rates,  an  offsetting  adjustment  in 
the  exchange  rate  is  likely  to  occur  and  eliminate  any  disadvantage  to  exports  fi-om  increased 
prices. 

Would  a  Consumption-Based  Tax  be  Simpler? 

Consumption  taxes  are  often  promoted  as  a  way  to  simplify  the  current  tax  system.  This 
claim  is  certainly  true  insofar  as  accounting  for  capital  income  is  concerned.  Basis  determinations 
and  depreciation  calculations  are  not  needed  in  a  worid  where  investments  are  expensed.  In 
reality,  however,  a  personal  consumption  tax,  in  addition  to  retaining  some  of  the  administrative 
complexity  found  in  the  present  system,  involves  its  own  array  of  administrative  issues    In 
particular,  because  the  cost  of  an  investment  (savings)  is  deductible,  it  is  critical  to  define  and  be 
able  to  administer  that  system.  Similarly,  borrowing  must  be  identified  and  brought  into  the  base 
in  an  administrable  marmer 

The  USA  Tax  System  is  a  good  example  to  illustrate  this  point.  The  proposal  states  that 
the  tax  "would  function  in  a  manner  similar  to  that  of  the  current  income  tax  but  is  a  simpler  way. 
The  basic  calculation  of  taxable  income  is:  gross  income  minus  a  few  allowable  deductions." 

There  are  basically  four  allowable  deductions.  The  first  is  the  charitable  contribution 
deduction  in  essentially  the  same  form  as  current  law.  The  second  is  the  retention  of  the 
deduction  for  interest  on  home  mortgages   With  respect  to  these  two  deductions,  not  only  are  the 
complexities  of  current  law  retained,  but  prohibitions  of  the  use  of  home  mortgage  loan  proceeds 
to  purchase  investment  assets  will  have  to  be  devised  to  prevent  the  arbitrage  that  would 
otherwise  occur  when  debt  with  deductible  interest  is  used  to  purchase  tax  exempt  assets.  The 
third  deduction  is  for  education  expenses  in  a  form  that  is  yet  to  be  determined. 

The  final  deduction  is  for  annual  increases  to  net  savings.  One  of  the  principal  arguments 
in  favor  of  consumption  taxation  is  the  potential  for  simplification  that  lies  in  elimiiuiting  the  need 
to  retain  cost  basis  records  for  capital  assets  and  the  elimination  of  certain  deductions  allowed 
under  current  law.  While  the  USA  Tax  System  eliminates  the  need  to  retain  basis  records  it 
introduces  a  system  to  determine  net  savings  that,  I  suspect,  will  make  basis  calculations  look  like 
the  model  of  simplicity. 

As  I  understand  it,  in  order  to  determine  whether  an  individual's  net  saving  has  inaeased 
during  the  year,  an  individual's  financial  assets  at  the  beginning  of  the  year,  defined  to  exclude  real 
and  tangible  personal  property,  net  of  the  debt  attributable  thereto,  is  compared  to  the  comparable 
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amount  at  the  end  of  the  year.  The  difference,  if  positive,  is  deductible.  Income  inclusion  occurs 
when  the  difference  is  negative. 

The  compliance  and  administrative  costs  of  this  structure  are  staggering.  To  list  a  few  of 
the  more  obvious  issues,  two  annual  balance  sheets  would  be  required  for  individuals, 
necessitating,  among  other  things,  appraisals  of  the  value  of  all  non-marketable  property  that  is 
eligible  for  the  deduction.  Because  the  purchase  of  stock  is  a  deductible  saving  but  the  acquisition 
of  real  estate  is  not,  one  could  reasonably  expect  real  estate  to  be  purchased  through  corporations 
(or  partnerships,  if  a  partnership  interest  is  viewed  as  separate  intangible  property  eligible  for  the 
savings  deduction).  The  allocation  of  debt  between  those  assets  eligible  for  a  savings  deduction 
and  those  that  are  not  will  also  pose  significant  problems.  I  suspect  that  many  of  these  problems 
could,  in  fact,  be  eliminated,  if  borrowings  were  included  in  the  tax  base  and  the  tax  calculation 
based  on  cash  flows. 

An  additional  complexity,  peculiar  to  the  USA  Tax  System  proposal,  arises  fi'om  its 
two-part  nature.  Separate  methods  are  provided  for  taxing  businesses  and  individuals. 
Consequently,  sole  proprietors  operating  small  businesses  would  need  to  keep  meticulous  records 
distinguishing  personal  income  and  expenditures  fi"om  business  income  and  expenditures    Any 
transfers  of  assets  from  the  individual  to  the  business,  or  vice  versa,  would  aflfect  the  tax  liability 
of  both,  and  thus  strict  accounting  rules  would  be  necessary  to  ensure  proper  treatment. 

Another  administrative  problem  arises  in  the  area  of  "mixed"  expenditures.  These  are 
expenditures  which  have  an  investment  component  as  well  as  a  consumption  component— for 
example,  the  purchase  of  a  primary  residence,  a  life  insurance  policy  with  a  savings  component,  or 
a  piece  of  artwork  expected  to  appreciate  in  value.  In  order  to  tax  such  expenditures  properly 
I'nder  a  personal  consumption  tax  system,  it  is  necessary  to  determine  whether  the  expenditure 
represents  consumption,  savings,  or  some  combination  of  both.  Such  distinctions  will  require 
policymakers  either  to  make  subjective  determinations  as  to  the  motives  of  taxpayers  in  making 
certain  types  of  expenditures  or  to  create  arbitrary  rules    The  first  alternative  is  virtually 
impossible  to  administer    The  second  is  what  it  is—arbitrary.  One  or  the  other  or  a  combination 
of  the  two  is,  however,  necessary  to  make  the  system  work. 

Perhaps  the  greatest  complexity  involved  in  any  new  consumption-based  system  of 
taxation  arises  simply  from  the  attempt  to  get  from  here  to  there.  One  of  the  largest  transition 
problems  involves  the  treatment  of  savings  accumulated  prior  to  the  enactment  of  the  new  system. 
The  income  leading  to  such  accumulations  would  have  been  taxed  under  the  income  tax  system 
when  it  was  earned.  Consequently,  it  would  be  unfair  to  tax  the  spending  from  such  wealth  under 
the  new  consumption-based  system.  This  issue  would  be  of  particular  importance  to  retirees,  who 
are  no  longer  earning  wage  income,  but  are  instead  deceiving  to  meet  their  consumption  needs. 
Similarly,  the  capital  assets  held  by  a  business  on  the  date  of  enactment  of  a  new  system  would 
require  special  treatment,  because  they  would  not  have  been  expensed  when  they  were  purchased 
(under  the  income  tax  system)    Absent  special  transition  rules,  the  new  consumption-based 
system  would  not  permit  any  deductions  for  the  undepreciated  basis  of  such  assets.  To  its  credit. 
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the  USA  Tax  System  proposes  transition  rules.  The  revenue  and  administrative  consequences 
require  further  study 

What  Other  Issues  Need  to  be  Addressed? 

I  have  briefly  touched  on  a  number  of  the  issues  raised  directly  by  the  consideration  of  a 
consumption  tax  base    Three  related  areas — wealth  accumulations,  international  tax  implications, 
and  tax  rates — also  deserve  mention. 

Gifts  and  bequests 

As  I  have  noted  a  number  of  times,  a  consumption  tax  explicitly  exempts  capital  income 
from  tax.  Another  way  of  describing  the  tax  is  to  say  that  it  is  equivalent  to  taxing  unsaved  wages 
and  dissaving.  A  fairness  issue  is  raised  if  that  is  this  country's  principal  tax  base.  Put  diflFerently, 
how  and  when  is  capital  subject  to  tax? 

One  answer  could  lie  in  the  treatment  of  gifts  and  bequests.  To  assure  that  accumulated 
capital  bears  some  of  the  financial  burden  of  running  this  country,  the  transfer  of  accumulated 
wealth  could  be  treated  as  taxable  consumption  to  the  transferor.  Other  alternatives  exist  and 
could  be  considered. 

International  tax  implications 

Moving  from  an  income  tax  system  to  a  consumption-based  tax  has  several  international 
tax  implications.  First,  some  jurisdictional  issues  would  need  to  be  addressed.  The  United  States 
presently  taxes  its  citizens  and  resident  aliens  on  their  worldwide  income  and  taxes  nonresident 
aliens  on  their  U.S.  source  income.  In  moving  to  a  consumption-based  tax,  decisions  would  have 
to  be  made  as  to:  (i)  whether  to  continue  taxing  both  citizens  an  J  residents,  (ii)  how  to  treat 
nonresident  aliens,  and  (iii)  whether  to  include  foreign  consumption  in  the  tax  base  and  exclude 
foreign  savings.  Even  if  a  switch  were  made  to  a  consumption  tax  generally,  the  US  would 
probably  still  need  to  tax  nonresident  aliens  based  on  their  U.S.  source  income,  rather  than  their 
U.S.  source  consumption    As  a  result,  an  income  tax  system  would  still  need  to  remain  in  place  ~ 
albeit  applied  to  a  smaller  number  of  taxpayers. 

Difficulties  would  also  be  encountered  in  harmonizing  a  new  U.S.  tax  system  with  the  tax 
systems  already  in  place  in  other  nations.  Most  industrialized  nations  presently  impose  an  income 
tax.  Thus,  switching  entirely  to  a  personal  consumption  tax  will  upset  existing  treaties  and  may 
cause  difficulties  in  rationalizing  our  system  with  that  of  countries  continuing  to  tax  income  based 
upon  the  taxpayer's  residency  or  the  income's  source.  One  basic  area  of  difficulty  would  be  simply 
in  determining  what  foreign  taxes  would  be  given  credit  against  the  tax. 

Special  rules  would  be  necessary  to  deal  with  the  people  (and  capital)  entering  and  leaving 
the  United  States.  For  example,  rules  would  needed  to  account  for  capital  brought  to  the  United 
States  by  immigrants.  If  imported  cash  could  be  brought  into  the  United  States  without 
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registration,  immigrants  could  use  such  cash  for  tax-free  consumption  or  to  obtain  savings 
deductions  merely  by  investing  it.  This  issue  is  similar  to  the  transition  issues  discussed  earlier 
which  arise  with  respect  to  savings  accumulated  prior  to  the  transition  date.  In  addition,  a 
personal  consumption  tax  provides  a  significant  incentive  for  people  to  leave  the  country  wten 
they  intend  to  dissave.  This  has  led  several  commentators  to  call  for  a  special  levy  or  exit,iax  on 
any  wealth  accumulated  free  of  tax.  Other  commentators  have  argued  that  such  a  tax  would  be 
complex,  difficult  to  administer,  and  unnecessary  (relative  to  similar  problems  with  the  income 
tax). 

Rates 

Finally,  a  word  about  tax  rates.  It  should  be  obvious  that  to  the  extent  the  tax  base  is 
reduced  by  the  exemption  of  capital  income  (net  of  borrowing),  rates  will  have  to  increase  if  the 
same  level  of  revenue  is  to  be  generated.  The  amount  of  the  rate  increase  will  depend  upon  final 
decisions  as  to  the  tax  base.  But  increased  rates  on  consumed  wages  and  dissavers  (principally 
the  elderly)  will  certainly  raise  political  questions. 

CONCLUSION 

It  is  vitally  important  that  policy  makers  address  the  issue  of  the  economic  well-being  of 
this  country.  In  that  context,  it  is  entirely  appropriate  to  inquire  as  to  the  extent  our  current  tax 
structure  influences  our  aggregate  well-being  and  to  examine  alternatives.  It  is  also  important  that 
the  alternatives  be  explored  fully.  As  that  exploration  continues  it  is  important  to  keep  in  mind 
certain  issues. 

First,  a  credit  invoice  VAT  is  the  economic  equivalent  of  a  subtraction  method  VAT 
which  is  the  economic  equivalent  of  an  addition  method  VAT  which  is  the  economic  equi\alent  of 
a  retail  sales  tax  whicl.  is  the  economic  equivalent  of  a  consumed  income  tax.  All  of  these  taxes 
can  be  viewed  as  taxes  on  the  unsaved  part  of  wages  plus  any  dissaving. 

Second,  there  is  no  magic  to  something  called  a  "flat  rate"  tax.  The  label  simply  tells  you 
that  a  single  rate  will  ue  applied  to  some  tax  base  and  that  the  tax  will  be  regressive  unless  the  tax 
base  is  designed  in  a  way  that  assures  progressivity.  The  label  tells  you  nothing  about  the  tax  base 
and,  of  course,  that  is  where  the  important  details  reside. 

Third,  there  are  a  number  of  issues  as  to  which  the  scholarly  literature  is  virtually 
unanimous  in  its  views.  There  are  also  a  number  of  issues  as  to  which  the  scholars  disagree    In 
the  first  category  I  would  include  the  conclusion  that  a  consumption  tax  exempts  fi-om  tax  the 
return  on  the  afler  tax  investment  in  capital  assets  and  the  fact  that  border  tax  adjustments  do 
nothing  more  than  level  the  playing  field  between  exports  and  imports    In  the  second  category,  I 
would  place  incidence  analysis  with  respect  to  both  corporate  and  consumption  taxes,  the  foreign 
exchange  rate  response  to  a  shift  from  income  to  consumption  taxation  and  finally  the  extent  to 
which  private  savings  respond  to  after  tax  rates  of  return. 
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Fourth,  the  case  for  the  consumption  tax  may  be  summarized  as  follows: 

(a)  Income  is  not  the  proper  measure  of  ability  to  pay.  Moreover,  the  income  tax 
creates  a  bias  for  current  consumption  because  it  taxes  both  earnings  and  the  return  on  invested 
earnings. 

(b)  In  a  world  with  inflation  and  a  realization  requirement  before  income  is  taken  into 
account,  expensing  is  a  preferred  solution  to  indexing  the  basis  of  assets  and  that  is  the 
consumption  tax  model. 

(c)  With  respect  to  capital  cost  recovery,  expensing  is  a  more  simple  method  than 
depreciation  allowances. 

(d)  The  regressive  aspects  of  a  consumption  tax  can  be  dealt  with  by  a  progressive 
expenditure  tax  such  as  the  USA  Tax  System. 

(e)  Even  if  the  empirical  data  with  respect  to  the  response  of  savings  to  after  tax  rates 
of  return  are  unclear,  a  move  to  consumption  based  taxation  will  not  hurt  savings  and  it  might 
help. 

Fifth,  the  case  against  consumption-based  taxation  is: 

(a)  It  is  not  fair  because  it  taxes  only  wages  and  dissaving  and  never  capital.  That 
argument  can  be  mitigated  if  the  consumption  tax  is  an  add-on  rather  than  a  substitute  for  the 
current  income  tax.  Moreover,  if  a  consumption  tax  were  to  replace  the  income  tax,  capital  could 
be  subject  to  tax  through  an  excise  on  wealth  transfers 

(b)  The  consumption  tax  is  regressive.  Regressivity  can,  however,  be  dealt  with  by  a 
progressive  expenditure  tax.  Alternatively,  if  the  consumption  tax  is  an  add-on  tax  its  regressive 
aspects  can  be  dealt  with  through  the  income  tax. 

(c)  The  consumption  tax  is  not  more  simple  than  the  income  tax.  It  simply  trades  one 
set  of  complexity  for  another  and  may  require  a  new  bureaucracy.  The  answer  to  this  allegation 
depends  on  how  the  tax  is  implemented    A  subtraction  method  VAT  does  not  introduce 
significantly  new  concepts  (as  compared  to  a  credit-invoice  type  VAT),  but  a  subtraction  method 
VAT  can  be  used  only  if  there  is  a  broad  consumption-tax  base  with  no  exemptions.  My 
experience  during  the  1 993  debate  over  the  comprehensive  energy  tax  indicates  that  a 
comprehensive  consumption-tax  base  is  not  likely  as  a  political  matter.  The  base  of  the  USA  Tax 
System  reflects  the  fact  that  political  accommodations  have  already  been  made 

(d)  If  the  consumption  tax  is  a  substitute  tax,  rates  will  have  to  be  higher  than  current 
law  because  the  base  is  narrower.  As  a  consequence  the  elderly  will,  relative  to  current  law,  have 
a  larger  tax  burden    The  allegation  is  true,  but  it  is  a  natural  consequence  of  a  consumption  tax. 
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The  argument  fails  to  account  for  the  fact  that  effective  tax  rates  were  reduced  while 
accumulation  for  retirement  savings  occurred. 

(e)        The  consumption-tax  system  can  be  abused    This  is  true  if  the  system  takes  the 
form  of  a  consumed  income  tax.  The  interest  deduction  must  be  denied  or  arbitrage  occurs 
Attempts  to  confine  deductible  interest  to  debt  incurred  for  specific  purposes  are  extremely 
difficult  to  administer. 

Sixth,  there  are  a  number  of  important  global  issues.  One  involves  federalism.  Once  one 
recognizes  the  equivalence  of  all  forms  of  consumption  taxation,  one  must  be  concerned  that  the 
states  will  react  adversely  to  attempts  by  the  federal  government  to  utilize  the  same  tax  base  as 
one  of  their  principal  sources  of  tax  revenues.  Second,  revenue  issues  are  not  insignificant.  One 
type  of  issue  is  raised  if  the  tax  is  an  add-on  tax.  As  an  additional  revenue  source  it  could  undo 
fiscal  discipline.  If,  on  the  other  hand,  the  tax  is  meant  to  substitute  for  the  income  tax,  it  raises 
the  fairness  and  perception  issues  that  I  have  already  mentioned.  Finally,  the  transition  issues  are 
extremely  difficult.  As  I  mentioned,  the  USA  Tax  System  proposal  sets  forth  a  number  of 
suggestions  as  to  how  previously  taxed  basis  can  be  recovered  in  a  consumption  tax  world. 

I  believe  a  realist  will  recognize  that  these  are  not  "straw-man"  issues.  If  there  is  a  good 
reason  to  create  a  federal  consumption  tax,  these  issues  must  be  resolved.  I  do  not  think  it  makes 
sense  for  the  United  States  to  adopt  as  its  principal  revenue  source  a  tax  on  consumption,  either  in 
the  form  of  a  flat  rate  tax  on  consumption  or  a  progressive  tax  on  consumed  income.  Rather,  if  it 
is  important  to  implement  consumption  taxation,  a  modest  VAT  would  be  my  recommendation. 
However,  I  worry  when  I  look  at  the  composition  of  the  revenue  sources  in  major  European 
countries,  where  on  average  approximately  one-third  of  all  revenues  are  raised  fi"om  consumption 
taxes    I  fear  that  we  could  end  up  with  an  uncontrolled  cash  machine. 
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Chairman  Domenici.  I  wonder  if  Representative  Armey  and  Sen- 
ator Nunn  would  like  to  take  a  couple  minutes  to  respond.  Did  any- 
thing come  to  your  minds  as  the  other  two  spoke  that  you  might 
want  to  clarify?  Representative  Armey,  you  are  first,  if  you  would 
like.  If  not,  we  will  have  questions. 

Mr.  Armey.  Well,  one  point,  I  think,  that  bothers  me — and  we 
hear  it  constantly  in  the  debate,  and  I  would  be  happy  to  talk 
about  it  alter — is  there  seems  to  be  a  generalized  predilection  that 
earnings  from  capital  gains  accrue,  if  not  exclusively,  primarily  to 
the  rich  and  wealthy.  And  I  have  to  tell  you,  Mr.  Chairman,  I  just 
take  exception  with  that.  I  think  that  is  one  of  the  more  pernicious 
pieces  of  folklore  in  the  egalitarian  folklore  of  America. 

Chairman  DOMENICI.  Senator  Nunn? 

Senator  Nunn.  I  think  both  of  the  people  who  have  testified  on 
this,  Mr.  Toder  and  Mr.  Gutman,  have  raised  points  that  have  to 
be  thought  about  and  addressed.  We  have  tried  to  anticipate  a 
number  of  those  in  the  USA  Tax,  Nunn-Domenici.  We  don't  claim 
we  have  perfect  solutions  to  all  of  it.  I  think  it  is  going  to  take 
some  really  creative  proposals. 

I  know  that  Hank  Gutman,  if  he  decided  he  wanted  to  testify 
and  work  out  how  you  could  make  a  consumption  t£ix  work,  with 
his  brilliance  he  would  be  able  to  figure  it  out.  He  could  answer 
every  one  of  his  questions.  Our  challenge  now  is  to  get  him  to  start 
answering  those  questions  and  to  get  the  Treasury  down  there.  If 
they  decided  they  were  in  favor  of  this  instead  of  skeptical  as  they 
are  now,  they  would  be  able  to  come  up  with  an  awful  lot  of  analy- 
sis that  would  be  very  favorable. 

So  what  we  need  to  do  is  get  these  two  on  my  left  to  start  work- 
ing towards  a  solution  on  this,  and  I  hope  they  will  because  they 
are  very  knowledgeable. 

Just  a  few  comments.  I  guess  it  depends  on  one's  definition.  Mr. 
Gutman  says  that  capital  is  exempt  here,  taxes  on  return  of  capital 
is  exempt.  I  guess  it  depends  on  your  definition  of  capital.  Under 
our  proposal,  a  wage  earner  that  makes  $40,000  and  puts  $5,000 
in  a  savings  account  has  just  created  $5,000  in  capital.  And  that 
is  exempt — it  is  deferred.  It  is  not  exempt.  The  definition  of  exemp- 
tion to  me  is  it  is  never  taxed.  The  definition  of  deferral  is  it  is  not 
tEixed  as  long  as  it  is  capital.  But  when  it  is  converted  to  consump- 
tion it  is  taxed. 

So  I  suppose  we  have  a  difference  on  definitions,  but  it  is  a  very 
important  difference.  And  I  contend  that  what  we  are  doing  is  de- 
ferring t£Dc,  and  it  will  be  taxed  when  it  is  put  in  the  consumption 
stream. 

I  certainly  agree  with  Mr.  Gutman  that  you  have  to  have  politi- 
cal support  for  these  kind  of  sweeping  changes.  There  is  no  doubt 
about  that.  The  hearing  is,  I  believe,  the  first  one  we  have  had  on 
the  Senate  side  this  year,  Mr.  Chairman,  and  I  think  you  are  to 
be  commended,  you  and  Senator  Exon,  for  having  this  hearing,  be- 
cause I  think  we  have  got  to  have  a  lot  more  public  understanding 
of  all  of  this  out  there  than  we  do  now.  But  I  do  believe  Mr. 
Gutman  and  also  Mr,  Toder  underestimate  the  frustration  that  the 
American  people  have  with  the  existing  system.  I  believe  there  is 
considerably  more  frustration  out  there. 
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I  think  when  you  talk  to  small  businesses  and  they  cannot  accu- 
mulate savings  in  their  own  business  because  if  they  do  they  end 
up  paying  more  taxes  than  they  have  brought  home,  they  can't 
build  their  business  because  it  is  so  extremely  difficult  to  accumu- 
late any  kind  of  savings.  They  basically  have  a  difficult  time  really 
investing  because  they  can't  write  off  the  depreciation  in  a  rapid 
fashion.  They  basically  are  frustrated  on  the  capital  gains  side  be- 
cause a  lot  of  the  capital  gains  is  inflation. 

I  think  that  both  of  our  witnesses  here  that  have  been  construc- 
tive critics  are  underestimating  the  problems  with  our  current 
code.  I  think  they  also  underestimate  the  competitive  position  of 
America  that  is  eroding.  If  you  look  at  the  reed  income  of  people 
working  in  factories  and  people  working  particularly  in  blue-collar 
jobs,  in  the  last  25  years  it  has  gone  down  in  real  terms,  or  it  has 
barely  stayed  even,  depending  on  how  one  wants  to  compute  it. 

So  in  terms  of  read  income,  the  only  reason  family  income  has 
gone  up  in  America  is  because  women  have  gone  to  work  in  very 
large  percentages.  And  I  think  that  is  a  huge  frustration. 

But  coming  back  to  the  very  heart,  if  we  do  not  have  an  agree- 
ment in  this  country  that  savings  are  important,  because  savings 
increase  investment  and  investment  increases  productivity  and 
productivity  increases  our  competitive  position  and  all  of  that  al- 
lows us  to  pay  our  people  more  and  to  have  a  higher  standard  of 
living — if  we  don't  agree  on  that  proposition,  then  we  are  not  going 
to  reform  the  Tax  Code.  If  we  do  agree  on  that  proposition,  I  think 
we  need  to  really  start  thinking  about  some  fundamental  reform. 

So  that  is  my  basic  point  that  I  would  make. 

Chairman  DOMENICI.  All  right.  As  I  understand  it,  no  opening 
statements  were  made,  and  I  think.  Senator  Exon,  if  it  is  satisfac- 
tory with  you,  I  will  start  yielding  here  and  come  back  to  me  later 
and  go  to 

Senator  ExoN.  Mr.  Chairman,  Senator  Rollings  was  here.  I 
would  have  him  recognized  first  when  our  side  comes  up. 

Chairman  DOMENICI.  Senator  Abraham,  you  are  first. 

Senator  Abraham.  Thank  you,  Mr.  Chairman.  I  just  wanted  to 
ask  Congressman  Armey  a  couple  of  questions  about  the  flat  tax 
proposal  and  some  implications. 

During  my  campaign,  I  think  in  October  when  you  released  your 
plan,  it  was  interesting  to  me  the  amount  of  people  in  sdl  different 
types  of  settings  who  were  intrigued  by  it,  brought  it  up  often  in 
group  settings,  and  a  tremendous  amount  of  interest,  particularly 
in  the  simplification  components  of  it,  and  a  genuine  sense,  I  think, 
of  support  until  somebody  in  the  room  would  raise  the  home  mort- 
gage interest  deduction  question.  Then  automatically  you  would 
sort  of  see  the  whole  crowd  begin  to  reconsider  their  position  from 
one  of  being  strongly  favorable  to  one  of,  if  not  opposition,  at  least 
serious  indecision. 

I  am  wondering  if  because  of  that  kind  of  concern — and  these 
tended  to  be  settings  of  pretty  much  middle-class  taxpayers.  We 
weren't  talking  about  people  with  $500,000  homes.  We  were  talk- 
ing about  people  in  Michigan  with  $50,000,  $75,000,  maybe 
$100,000  homes. 

Two  types  of  concerns.  One  is  that  this  was  the  one  part  of  the 
existing  Tax  Code  that  really  was  a  good  thing  for  them  and  a  be- 
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lief  that,  regardless  of  how  much  we  might  try  to  claim  that  a  flat 
tax  would  put  them  in  a  better  position,  it  wouldn't.  Second  was 
a  concern  by  some,  little  more  serious  students,  I  guess,  of  econom- 
ics, that,  in  fact,  the  value  of  their  home  was  in  part  enhanced  by 
the  existence  of  that  deduction. 

I  was  wondering  if  you  might  try  to  address  those  kinds  of  con- 
cerns that  I  have  heard  a  lot  about  regarding  the  flat  tax  proposal. 

Mr.  Armey.  I  do  appreciate  that  point  of  view.  I  think  when  the 
individual  thinks  about  the  value  to  themselves  of  their  home 
mortgage  deduction,  they  think  of  it  within  the  context  of  the  cur- 
rent Tax  Code.  And  for  most  of  us,  it  is  our  home  mortgage  that 
carries  us  beyond  the  itemized  deductions — or  the  standard  deduc- 
tion to  the  itemized  deduction,  and  that  also  then  carries  additional 
things  with  it.  So  it  becomes  a  very  important  point. 

What  my  experience  has  been  is  that  once  you  get  people  to  un- 
derstand that  we  are  scrapping  this  Tax  Code  and  that  all  itemized 
deductions,  all  standard  deductions,  all  get  traded  away  for  the 
simplicity,  the  honesty  of  the  flat  tax  within  the  context  of  a  gener- 
ous family  allowance,  they  then  begin  to  think  in  terms  of,  well, 
what  does  this  do  when  I  have  what  is,  in  effect,  an  unlimited  IRA, 
as  you  define  it  in  Nunn-Domenici?  Interest  rates  will  go  down. 
What  happens  if  you  have  a  growing  economy?  More  people  with 
more  better  jobs.  Then  they  begin  to  see,  oh,  this  does  more  for 
market  values  of  properties,  increased  abilities  to  own  homes,  with 
a  smaller  share  of  your  income  devoted  to  the  purchase  of  a  home. 

I  have  to  tell  you,  I  have  found  very  little  citation  of  concern 
about  the  loss  of  the  home  mortgage  in  the  flat  tax.  The  trick  is 
to  get  them  to  think  in  terms  of  relating  that  to  a  new  Tax  Code, 
not  the  old  one. 

In  fact,  if  you  take  the  old  Tax  Code  and  tell  me  we  are  going 
to  take  it  out,  I  will  get  nervous  about  taking  that  out  of  the  other 
one.  That  is  why  I  think  it  is  very  important  that  we  understand, 
as  both  myself  and  the  Nunn-Domenici  proposal  is,  we  begin  with 
observing  that  the  existing  Tax  Code  is  so  obnoxious  and  counter- 
productive, both  from  an  economic  and  social  point  of  view,  that  it 
must  be  scrapped. 

Once  we  accept  that  proposition,  then  we  are  more  fi"ee  to  con- 
struct a  new  Tax  Code  without  these  fears. 

Senator  Abraham.  Now,  in  terms  of  the  value  of  the  property 
with  the  current  existing  mortgage  interest  deduction,  your  sense 
is  that  over  time,  if  you  shifted  to  a  completely  different  type  of 
Tax  Code,  the  type  of  flat  tax  you  are  proposing,  that  you  would 
more  or  less  compensate  for  whatever  added  value  the  deduction 
currently  provides.  Would  there,  however,  be  a  transition  period  in 
your  plan,  or  would  that  possibly  be  a  modification  that  we  ought 
to  consider,  to  try  to  take  care  of  that  period  of  time  that  might 
be  involved  here  between  the  point  at  which  the  codes  change  and 
the  long-term  benefits  of  the  plan  that  you  are  proposing  come  into 
effect 

Mr.  Armey.  I  am  not  quite  sure.  I  think  one  of  the  areas  that 
is  very  ticklish  for  everybody  and  where  I  think  you  really  need  the 
expertise  and  work  of  the  committees  in  conjunction  with  the  testi- 
mony of  people  like  Joint  Tax  Committee  is  transition  rules  in  any 
plan.  And  we  understand  the  complexity  of  that.  I  am  sure  the 
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transition  for  home  ownership  would  be  something  addressed,  sales 
perhaps  in  an  interim  period  of  something  of  this  nature. 

The  one  caveat  I  have  with  respect  to  transition  plans  is  that 
when  we  come  to  implementing  the  transition  plan  for  either  the 
Armey  proposal  or  the  Nunn-Domenici  proposal — because  I  think 
one  of  us  will  knock  out  the  current  Tax  Code  some  time  soon — 
there  has  to  be  a  real  stewardship  to  prevent  those  transition  plans 
from  becoming  pork-barrel  plans. 

We  had,  I  think,  a  pretty  unfortunate  experience  in  1986.  That 
would  be  my  biggest  concern  about  transition. 

Senator  Abraham.  Thank  you  very  much. 

Chairman  Domenici.  Very  good  point. 

Senator  Rollings? 

Senator  Rollings.  Thank  you  very  much,  Mr.  Chairman.  Theuik 
you,  Jim. 

Senator  Nunn,  with  respect  to  the  Domenici-Nunn  plan  in  the 
Center  for  Strategic  and  International  Studies  summary  on  page 
91 — and  I  think  you  reaffirmed  this  in  your  testimony  this  morn- 
ing— and  I  quote,  "The  goal  of  the  plan  is  to  balance  the  unified 
budget  without  using  the  Social  Security  surplus  by  the  year  2002. 
America  then  would  be  saving  its  Social  Security  surplus" — you 
were  talking  about  saving — "helping  to  avoid  a  fiscal  train  wreck 
25  years  from  now  when  the  general  fund  must  begin  repaying  the 
Social  Security  Trust  Fund.  Continuing  to  divert  the  Social  Secu- 
rity surplus  to  fund  current  spending  instead  of  building  up  re- 
serves for  the  fiiture  is  bad  fiscal  policy  and  bad  social  policy." 

Now,  you  and  I  are  in  lock-step  on  that  one.  In  fact,  back  in 
1990,  out  of  this  Budget  Committee,  I  had  reported  a  provision 
against  that  kind  of  bad  social  policy,  bad  fiscal  policy,  formally 
adopted  and  signed  by  President  Bush  on  November  5,  1990,  Public 
Law  101-508,  Section  13.301. 

Notwithstanding  any  other  provision  of  law,  the  receipts  of  Social 
Security  Fund  shall  not  be  counted  as  outlays.  I  am  looking  at  the 
item  right  before  you  and  I  and  the  Senate  down  on  the  floor,  the 
constitutional  amendment.  Section  7,  says  total  receipts  shall  in- 
clude all  receipts  to  the  United  States  Grovemment  except  those  de- 
rived from  borrowing.  It  doesn't  except  Social  Security,  but  it  does 
except  borrowed  funds. 

Section  13.301,  notwithstanding  any  other  provision  of  law,  the 
receipts  and  disbursements  of  the  Social  Security  Trust  Fund  shall 
not  be  counted  as  outlays.  And  then  I  look  at  Section  7  of  the  pro- 
posed constitutional  amendment  to  balance  this  budget:  Total  out- 
lays shall  include  all  outlays  of  the  United  States  Government  ex- 
cept for  those  for  the  repajrment  of  debt. 

In  essence,  as  I  see  Section  7,  it  repeals  the  former  law  that  we 
have  on  the  statute  book,  and  the  concern  that  you  and  I  have  had 
that  it  would  constitute  bad  public  policy,  bad  social  policy,  bad  fis- 
cal policy. 

Row  can  I  vote  for  this  constitutional  amendment  without  break- 
ing the  contract  that  we  have  had  with  the  senior  citizens  and  the 
American  people  since  1935  or  without  repealing  this  statutory  pro- 
vision against  that  bad  fiscal  policy? 

Senator  Nunn.  Senator  Rollings,  that  is  a  good  question.  It  is  a 
tough  one.  It  is  one  I  am  struggling  with.  I  am  one  who  wants  to 
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vote    for    the    Constitutional    Balanced    Budget    Amendment.    I 
don't 

Senator  Rollings.  Me,  too.  I  voted  for  it  three  times,  but  how 
can  we  do  it  now  with  that  particular  provision  in  there? 

Senator  NUNN.  Well,  the  two  things  that  bother  me  about  it  now: 
first  of  all,  the  Johnston  amendment  was  defeated,  which  I  thought 
would  have  clarified  the  fact  that  we  don't  want  Federal  judges  ba- 
sically using  this  constitutional  amendment  to  take  control  of  taxes 
and  spending  in  this  country.  And  that  can  happen.  Wilder  things 
have  happened  in  Federal  courts  before,  much  wilder.  I  do  not  un- 
derstand why  when  that  proposal  was  accepted  last  year,  when  it 
was  proposed  by  Senators  Danforth,  Cohen,  Domenici  and  myself, 
it  was  not  accepted  this  year.  That  is  number  one. 

Number  two  is  the  Social  Security  surplus  continues  to  be  bor- 
rowed, which  means  when  we  get  to  2002  and  we  tell  the  American 
people  if  everjdhing  works  according  to  plan,  we  have  balanced  the 
budget,  we  haven't  balanced  the  budget.  What  we  have  done  is  we 
have  been  borrowed  from  the  Social  Security  Trust  Fund  over  and 
over  and  over  again. 

Senator  Hollings.  We  are  going  to  owe  $1  trillion. 

Senator  NUNN.  We  are  going  to  owe  much  more  than  that  in 
about  2014  or  2015,  depending  on  your  demographic  data.  By  the 
time  it  turns  around  and  we  have  to  start  having  to  pay  back  on 
the  Social  Security  Trust  Fund  because  the  baby  boomers  are  retir- 
ing, we  are  going  to  owe  something  like  $3  trillion.  And  that  is 
with  the  balanced  budget.  That  is  saying  we  get  to  a  balanced 
budget  in  2002  and  project  it  on  out. 

That  is  going  to  require  a  huge  tax  increase  on  the  generation 
working  then  in  order  to  pay  back  the  Social  Security  Fund. 

Senator  Rollings.  And  they  are  already  being  taxed  right  now. 

Senator  NuNN.  And  they  are  already  being  taxed  right  now. 

Senator  ROLLINGS.  That  same  young  crowd  is  being  taxed  now, 
and  then  when  their  time  comes  to  receive,  they  are  going  to  be 
taxed  a  second  time. 

Senator  NUNN.  The  other  thing  that  bothers  me  right  along  the 
line  of  your  thinking  is  that  in  this  Constitutional  Balanced  Budget 
Amendment — I  can't  cite  it;  I  don't  have  it  in  front  of  me — there 
is  a  provision  that  counts  debt  as  debt  being  held  by  the  public, 
when  we  get  to  the  debt  provision.  You  know,  you  can't  raise  the 
debt  limit  without  60  percent  vote. 

Now,  debt  held  by  the  public  excludes  trust  fund  debt.  By  defini- 
tion, that  is  not  held  by  the  public.  It  is  held  by  the  Federal  trust 
funds,  Social  Security,  Airport  Trust  Fund,  Righway  Trust  Fund. 

There  is  going  to  be  a  built-in  incentive — Congress  is  great  at 
looking  for  loopholes.  There  is  going  to  be  a  built-in  incentive  as 
we  approach  2002  to  build  up  the  surpluses  more  than  they  are 
now  in  Social  Security  and  Righway  and  Airport  and  others,  and 
not  spend  them.  Borrow  them.  There  is  going  to  be  a  built-in  incen- 
tive to  do  that,  and  I  don't  know  how  we  deal  with  that. 

I  think  it  would  be  much  better  to  stretch  out  the  time  to  balance 
the  budget,  3  more  years  or  4  more  years,  and  deal  with  it  honestly 
rather  than  trjdng  to  do  it  in  7  years. 

I  understand  why  people  like  the  Chairman  would  say,  look,  if 
you  require  this  Sociad  Security  Trust  Fund  not  to  be  counted,  then 
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we  can't  do  it  in  7  years.  I  understand  that.  I  think  we  have  got 
an  unrealistic  time.  It  ought  to  be  about  10  years,  but  we  ought  to 
do  it  honestly  and  we  should  not  use  the  Social  Security  Trust 
Fund  surpluses. 

But  I  have  to  add  that  I  am  one  who  believes  fundamentally  that 
Social  Security  has  to  be  reformed.  Some  people  have  voted  for  that 
exclusion  on  the  basis  of  never  touching  Social  Security.  I  think  we 
have  got  to  make  long-range  changes  in  Social  Security,  not  touch- 
ing the  people  who  are  on  it  now,  but  long-range  changes  to  make 
the  system  sound.  And  getting  back  to  the  tax  proposal  here,  the 
only  way  you  can  do  that,  I  think,  is  to  provide  for  young  people, 
particularly  this  generation  of  young  people,  to  be  able  to  save 
more  money  on  their  own  so  they  won't  be  as  reliant  on  Social  Se- 
curity in  20,  30  years  as  the  current  generation  is. 

So  the  tax  proposal  we  are  talking  about,  encouraging  savings, 
giving  people  a  chance  to  save,  directly  impacts  our  ability  to  re- 
form entitlement  programs  like  Social  Security. 

Senator  Rollings.  Well,  my  concern  on  the  consumption  tax  is 
simply  that  we  don't  have  the  luxury  of  simplification  or  the  idea 
of  so-called  fairness  at  the  moment.  We  are  hemorrhaging.  We 
have  a  hole  in  the  pocket.  The  first  order  of  business  on  the  con- 
sumption tax,  which  I  proposed — along  with  cuts,  along  with 
freezes,  along  with  closing  loopholes,  you  are  going  to  need  reve- 
nues in  order  to  do  what  the  contract  calls  for. 

I  bet  anybody,  I  bet  Mr.  Armey.  I  will  sit  down  with  him,  and 
if  he  can  show  me  otherwise,  I  will  jump  off  the  Capitol  Dome.  I 
have  tried.  But  we  don't  have  that  luxury.  We  have  a  hole  in  the 
pocket.  We  have  to  sew  up  the  hole  by  allocating  those  consump- 
tion taxes  first  to  stop  this  hemorrhage  of  a  billion  a  day  of  interest 
costs  on  the  National  debt.  If  we  can  do  that,  then  I  will  go  along 
with  Domenici-Nunn. 

Thank  you  very  much,  Mr.  Chairman,  for  indulging  me. 

Chairman  DOMENICL  I  just  want  to  make  a  point  and  then  yield 
to  you.  The  USA  Tax,  the  Nunn-Domenici  tax,  does  not  con- 
template raising  more  revenue.  Is  that  not  correct? 

Senator  Nunn.  Correct.  I  made  that  point,  Mr.  Chairman.  Every- 
thing we  do  in  the  USA,  we  will  try  to  make  it  revenue  neutral. 
And  we  also,  as  you  well  know,  because  we  have  been  partners  on 
this  all  the  way,  we  want  to  try  to  keep  the  brackets  where  people 
between  $40,000  and  $60,000  would  pay  about  the  same  amount 
they  pay  now.  We  are  not  trying  to  shift  from  wealthy  to  the  poor. 
We  want  to  keep  it  about  the  same  allocation.  It  can  be  done  as 
progressive  as  people  want  to  make  it.  But  we  do  that.  Within 
those  brackets,  there  would  be  differences  because  people  who  save 
more  would  pay  less.  People  who  save  less  would  pay  more  within 
the  brackets. 

Chairman  Domenicl  I  offer  a  housekeeping  measure.  I  asked 
Majority  Leader  Armey  when  he  had  to  leave  for  other  engage- 
ments. He  says  he  can  stay  until  about  11:15,  11:20.  I  would  appre- 
ciate it  if  we  would  try  to  focus  the  questions  on  him. 

Please,  go  ahead.  Senator  Gorton. 

Senator  Gorton.  Congressman  Armey,  I  have  a  friend  who  in- 
herited $10  million,  which  produces  dividend  and  interest  income 
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of  $500,000  a  year.  My  friend  has  never  worked  a  day  in  his  life 
and  never  intends  to. 

Under  your  proposal,  I  take  it  he  would  never  pay  a  dollar  in  tax 
and  could  pass  that  $10  million  on  to  his  heirs  without  any  estate 
tax? 

Mr.  Armey.  No;  in  all  due  respect,  on  the  contrary.  I  assume,  for 
example,  his  holdings  will  be  in  corporate  stocks  or  bonds,  let's  say. 
Now,  the  dividends  from  those  corporate  stocks  and  bonds  come 
from  the  earnings  generated  by  the  capital  that  his  ownership  rep- 
resents. Those  assets  and  the  earnings  attributable  to  those  assets 
are  taxed  at  their  origin.  But  under  my  plan,  they  are  taxed  only 
one  time.  So  he  pays  Ws  tax  and  he  pays  it  up  front. 

It  is  really  quite  akin  to  the  treatment  we  now  have  under  with- 
holding tax.  Before  I  get  my  paycheck,  the  Government  gets  its 
share  of  my  paycheck,  and  I  don't  even  see  it.  Now,  you  wouldn't 
say  I  didn't  pay  my  taxes  just  because  I  didn't  see  the  money  that 
was  taken  off  before  it  got  to  me. 

Senator  GORTON.  But  the  form  that  you  have  here  attached  that 
he  sends  in  will  say  zero  on  it,  will  it  not? 

Mr.  Armey.  That  is  absolutely  right  because  his  taxes  are  paid 
up  front  at  their  source  by  the  business.  The  difference  between 
those  earnings,  which  are,  incidentally,  earned  income,  in  my  pro- 
posal they  will  be  taxed  only  once.  In  my  proposal,  I  will  capture 
all  earnings  and  tax  it  one  time. 

Senator  Gorton.  So  you  will  attribute  to  him  the  tax  that  his 
corporations,  the  corporations  in  which  he  has  an  interest,  paid? 

Mr.  Armey.  If  he  were  a  single  proprietor  and  his  business 
earned  $100,000  and  the  taxes  were  paid  at  the  business  with  the 
business  filing  the  form,  you  wouldn't  quarrel  with  the  proposition 
that  he  paid  his  taixes. 

Senator  Gorton.  I  wouldn't,  but  that- 


Mr.  Armey.  If  he  is  a  corporate  owner 

Senator  Gorton.  But  that  sole  proprietor  will  have  worked.  This 
man  is  living  on  inherited  money.  Ajid  I  take  it  that  if  all  of  his 
holding  were  in  corporate  bonds  and  the  corporation  paid  its  bond 
interest  every  year  but  didn't  earn  a  dollar,  no  tax  would  be  paid 
attributable  to  this  individual,  would  it? 

Mr.  Armey.  If  the  individual  had  no  earnings,  he  would  have 
had — corporations  in  which  he  owned  generated  no  earnings,  he 
would  receive  no  dividends  and  pay  no  taxes. 

Senator  Gorton.  Under  this  set  of  circumstances,  he  owns  cor- 
porate bonds  that  pay  $500,000  a  year  in  interest  to  him.  His  tax 
would  be  zero;  is  that  not  correct? 

Mr.  Armey.  The  corporation  can't  pay  the  interest  if  they  don't 
have  earnings. 

Senator  Ck)RTON.  Would  you  consider  a  revision  in  your  proposal 
which  had  a  lower  rate  but  nonetheless  tax  unearned  income? 

Mr.  Armey.  I  think  one  alternative  that  might  satisfy,  if  I  could 
say,  your  commendable  commitment  to  the  work  ethic  would  be 
that  rather  thein  tax  those  earnings  only  one  time  at  their  source, 
you  could  tax  them  at  the  point  of  distribution.  In  that  way,  the 
individual  who  receives  the  earnings  would  be  compelled  to  fill  out 
the  form,  report  the  earnings,  and  pay  the  tax. 
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You  could  do  it  either  way.  We  chose  to  tax  them  at  the  source 
because  it  is  more  efficient  in  the  collection  of  the  taxes. 

Senator  Gorton.  My  question  was:  Would  you  consider  a  modi- 
fication which,  in  fact,  taxed  the  actual  dollars  he  received  from  the 
corporation  to  him?  And  because  you  would  have  a  broader  tax 
base,  therefore  have  a  slightly  lower  rate  for  everyone? 

Mr.  Armey.  I  would  consider  changing  the  point  at  which  you 
levy  the  tax,  called  the  incidence  of  the  tax,  due  the  recipient  of  the 
dividends.  I  would  not  consider  a  proposition  that  took  that  part  of 
total  earnings  attributable  to  capital  ownership  and  tax  it  twice. 

Senator  Gorton.  Before  the  red  light  comes  on,  let  me  ask  one 
separate  question.  Let's  assume  the  success  of  your  proposal.  I  re- 
member, as  you  do,  the  1986  Tax  Reform  which  got  us  now  into 
two  rates,  moved  us  somewhat  in  the  direction  of  what  you  pro- 
pose. How  in  the  world,  if  you  had  your  ideal  world,  what  do  you 
do  when  the  next  1993  kind  of  Congress  comes  along  and  decides 
it  wants  two  rates  or  three  rates  and  one  of  those  rates  is  50  per- 
cent but  all  of  those  people  have  lost  all  of  their  deductions,  their 
home  interest  deductions,  every  other  form  of  deduction  they  have 
under  the  present  system?  How  do  you  freeze  your  system  into  a 
point  of  eternal  justice? 

Mr.  Armey.  Well,  of  course,  that  is  a  problem.  Nobody  gets  to  do 
that.  I  am  taking  the  world  from  my  point  of  view.  Should  we  have 
another  1993  Congress,  I  would  say  with  respect  to  the  Tax  Code 
and  many  other  things.  Lord  help  the  Nation.  [Laughter.] 

But  I  could  not  control  the  2057  Congress  that  might  come  in 
looking  like  the  1993.  I  can  just  live  with  my  high  hopes  for  the 
American  voter  to  continue  the  good  sense  they  demonstrated  last 
November. 

Senator  Gorton.  Thank  you,  Mr.  Chairman. 

Chairman  Domenici.  That  suggests  there  may  be  another  revolu- 
tion. 

Mr.  Armey.  I  am  not  sure  what  a  counter-counter  revolution 
would  look  like,  but  I  don't  think  I  would  like  it. 

Chairman  Domenici.  Senator  Exon? 

Senator  Exon.  Mr.  Chairman,  thank  you  very  much.  We  will 
have  opening  statements  later,  I  believe.  Let  me  ask  a  question,  if 
I  might,  of  Mr.  Armey. 

Thank  you  for  coming  over  here.  Representative.  We  appreciate 
your  help. 

On  your  flat  tax,  I  have  heard  a  lot  of  people  talk  about  it,  and 
I  have  talked  with  a  lot  of  people  about  it.  You  said  in  your  re- 
marks that  you  felt  that  people  liked  the  flat  tax  idea  and  that 
they  weren't  really  objecting  to  elimination  of  the  credit  we  have 
now  for  home  exemption  on  taxes  and  interest  and  other  things 
people  normally  deduct. 

I  am  not  getting  that  kind  of  reflection  when  I  talk  to  people 
about  it.  They  think  that  a  flat  tax,  is  a  great  idea.  That  it  is  going 
to  simplify  taxes,  and  if  somebody  makes  $100,000,  then  they  are 
going  to  pay  $10,000  in  taxes;  and  if  I  make  $30,000,  I  pay  $3,000 
in  taxes.  And,  boy,  that  is  simple,  that  is  fair,  and  that  is  clean. 

Then  when  I  ask  them  about  loosing  some  of  their  deductions? 
Oh,  no,  no,  they  say.  I'm  not  sure — and  are  you  sure? — that  the 
people  understand  what  your  flat  tax  is  doing.  And  don't  you  really 
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have  some  serious  questions  from  people  when  they  say  you  are 
going  to  take  away  my  home  exemption?  That  is  the  only  major  de- 
duction that  average  working  people  have  today.  You  are  not  meet- 
ing any  resistance  on  that? 

Mr.  Armey.  Senator,  I  am  amazed  at  how  little  resistance  I  am 
meeting.  I  have  gotten  myself,  oh,  over  4,000  pieces  of  mail  that 
applaud  this,  a  flat  tax,  and  many,  many  times  in  our  mail  we  will 
have  people  say,  I  sat  down  and  reckoned  it  up,  and,  boy,  for  some- 
thing this  simple,  fair,  direct,  and  honest,  I  would  be  happy  to  give 
up  my  home  mortgage.  That  is  not  an  uncommon  comment- 
Scott  Burns,  a  nationally  syndicated  columnist,  wrote  an  article 
about  the  flat  tax,  and  he  told  me  he  had  over  5,000  respondents 
from  all  over  the  country  embracing  it  with  enormous  enthusiasms. 

Sam  Donaldson  expressed  his  confusion  and  reservation  about  it 
on  national  TV  one  Sunday  morning.  I  saw  him  the  next  week,  and 
he  said  he  had  gotten  more  mail  on  that  issue  £ind,  as  he  character- 
ized it,  "people  trying  to  straighten  me  out  about  the  flat  tax."  I 
found  that  a  very  gratifying  experience. 

But  I  have  to  say  outside  of  people  who  directly  have  a  specific 
interest  in  the  specific  and  parochial  benefit  of  the  home  mortgage 
deduction,  I  do  not  see  a  lot  of  concern. 

Senator  ExON.  Again,  I  emphasize  that  everybody  is  for  the  flat 
tax  at  first  blush.  Most  people  say  that  sounds  fair  and  reasonable. 
Of  those  4,000  or  5,000  pieces  of  mail  that  you  had  in  support  of 
this  and  after  Sam  Donaldson  mentioned  this  on  national  tele- 
vision, as  you  have  said,  do  the  people  who  write  in  understand 
that  they  would  have  to  eliminate  the  deduction  that  they  are  now 
taking  on  their  home  mortages  or  not? 

Mr.  Armey.  No;  as  I  say,  I  have  gotten  far,  far  more  letters  from 
people  who  have  said,  hey,  I  would  be  happy  to  give  up  the  home 
mortgage  deduction  to  get  this  kind  of  simplicity  and  honesty  and 
these  low  rates  and  this  generous  family  allowance  than  I  have 
from  people  who  have  said,  you  know,  I  refuse  to  give  up  my  home 
mortgage. 

Senator  ExON.  Thank  you. 

Mr.  Armey.  On  first  blush,  people  have  the  reaction  that  we  have 
seen,  but  when  they  think  it  through,  I  think  they  have  generally 
been  very  favorable.  I  think  we  may  have  catalogued  some  of  those 
responses.  We  would  be  happy  to  share  that. 

Senator  ExoN.  Let  me  ask  this  general  question.  Time  flies  by 
so  quickly  on  all  of  these  things. 

The  consumption  tax  is  another  proposition  that  seems  to  sound 
good  to  an  awful  lot  of  people.  My  old  friend,  Eliot  Janeway,  used 
to  always  be  very  cautious  about  consumption-type  taxes  because 
he  said  unless  you  are  very  careful,  the  engine  of  the  economy 
today  is  based  upon  people  buying  and  consuming  things.  And  he 
warned  that  we  have  got  to  be  awfully  careful.  He  wasn't  against 
consumption  taxes  per  se,  but  he  said  consumption  taxes  some- 
times are  the  water  that  you  throw  on  the  fire  to  put  it  out,  the 
fire  being  the  economy  that  we  want  to  keep  going. 

There  has  to  be  some  kind  of  a  balance,  it  seems  to  me,  and  I 
am  wondering  if  the  people  who  profess  support  for  the  consump- 
tion type  of  tax  recognize  or  think  there  is  a  danger  here.  And 
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those  of  you  who  are  basically  talking  against  some  of  these  tax 
changes,  is  that  part  of  your  concern? 

Mr.  Abmey.  Well,  let  me  say  very  quickly,  I  have  found  almost 
any  discussion  of  potential  changes  in  the  Tax  Code  that  is  couched 
in  the  consumption  tax  nomenclature  to  be  confusing.  I  think  there 
are  two  things.  One,  when  I  hear  consumption  tax,  I  think  of  sales, 
excise,  that  kind  of  tax  levied  against  consumption.  The  base  on 
which  both  the  Nunn-Domenici  proposal  and  mine  is  essentially  a 
consumption  base.  And  if  you  talk  about  consumption-based  tax, 
once  you  learn  this  little  trick  of  rhetoric,  then  you  can  make  some 
sense  of  it. 

My  own  view  is  I  live  in  a  very  simple  world.  All  production  gen- 
erates earnings  to  somebody  who  owns  land,  labor,  or  capital,  or 
entrepreneurial  capabilities.  All  of  these  are  necessary  inputs.  All 
earnings  are  generated  to  people.  All  taxes  are  paid  by  people,  and 
all  taxes  are  paid  out  of  income,  and  people  deserve  an  honest  bill 
from  their  Government. 

When  you  levy  taxes  in  such  a  way  that  the  incidence  of  the  tax 
is  disguised  in  the  sales  price  structure  of  the  product,  it  seems  to 
me  you  are  practicing  what  I  call  government  by  disguise,  and  the 
public  doesn't  get  a  clear  and  unavoidable  recognition  of  its  share 
of  the  cost  of  big  government  and  then  fall  into  the  lax  habit  of  vot- 
ing for  more  big  government  because  they  suffer  the  illusion  that 
they  are  getting  it  for  nothing. 

So  what  I  like  about  the  flat  tax  is  it  does  levy  agEiinst  income. 
It  is  clearly  discernible  in  its  burden  to  the  individual.  And  as  Mil- 
ton Friedman  said  in  a  recent  letter  to  me,  it  puts  the  visible  back 
into  the  invisible  foot  of  government  so  people  know  how  badly 
they  are  getting  kicked  around  to  get  as  much 

Senator  ExoN.  Well  said,  in  economic  terms.  I  guess  to  simplify 
this,  what  you  are  saying  is  that  you  have  concern  about  a  value- 
added  type  of  tax  because  it  does  hide 

Mr.  Armey.  Oh,  yes. 

Senator  ExON.  And  that  is  why  you  think  the  flat  tax  is  much 
better.  Is  that  essentially  what  you  are  saying? 

Mr.  Armey.  I  consider  the  value-added  tax  one  of  the  more  insid- 
ious taxes  that  can  be  proposed,  with  all  due  respect  to  Mr.  Domen- 
ici  and 

Senator  ExoN.  Can  you  briefly- 


Senator  NUNN.  Well,  wait  just  a  minute.  He  said  with  all  due  re- 
spect to  us  at  the  end  of  that.  Ours  is  not  a  VAT  tax,  and  I  have 
heard  Dick  Armey  call  it  a  VAT  tax  two  or  three  times.  Dick,  that 
is  just  wrong. 

Mr.  Armey.  If  I  am  wrong,  please  correct  me  because  I  don't 
want  to  be  wrong. 

Senator  NuNN.  It  is  just  wrong.  A  VAT  tax  is  added  to  the  cost 
of  goods  at  the  retail  level.  Our  tax  is  based  on  income.  It  is  the 
Eimount  of  money  you  earn,  and  then  we  defer  savings  and  invest- 
ment. That  is  not  a  VAT  tax.  The  collective  mechanism  is  through 
the  IRS.  It  is  not  through  business  VAT  collection.  It  is  totally  Af- 
ferent from  a  VAT  tax  in  its  administration.  It  is  different  from  a 
VAT  tax  in  that  it  encourages  savings  and  investment.  That  is  not 
the  same  thing  as  a  VAT  tax,  and  we 
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Senator  EXON.  It  is  a  consumption  tax,  Senator  Nunn,  and  not 
a  value-added  tax,  and  you  are  drawing  a  fine  line  between  the 
two.  Is  that  essentially  what  you  are  saying? 

Senator  NUNN.  I  don't  think  it  is  a  fine  line.  I  think  it  is  a  very 
thick  line.  You  would  have  to  set  up  a  whole  new  administrative 
apparatus  to  have  a  VAT  tax.  You  would  have  businesses  collecting 
it.  There  would  be  billions  of  dollars  in  administrative  charges  to 
be  able  to  do  it.  It  would  be  added  to  the  cost  of  goods. 

There  is  no  indication  that  the  t£ix  we  are  talking  about  would 
be  added  to  the  cost  of  goods.  We  are  talking  about  taking  your  in- 
come, if  it  is  $100,000  a  year  or  $50,000  a  year  and  you  save  $5,000 
or  $10,000  of  it,  you  defer  taxes  on  what  you  save.  When  you  spend 
that  money  later,  the  money  and  its  income  derived  from  it  is  at 
that  stage  taxed.  This  is  not  a  VAT  tax. 

It  has  some  of  the  same  economic  analysis  as  a  VAT  tax.  It  also 
has  the  advantages  that  the  Europeans  and  Japanese  use  the  VAT 
tax  by  basically  not  taxing  exports  on  the  VAT.  It  has  the  advan- 
tages of  not  taking  what  we  do  now,  our  cost  of  goods  that  we  ex- 
port, and,  in  effect,  adding  a  portion  of  that — you  can  debate  how 
much  of  a  portion — to  those  goods  which  make  them  more  expen- 
sive in  international  markets,  because  we  would  not  tax  exports.  So 
it  has  some  of  the  economic  and  trade  advantages  of  a  VAT  tax, 
but  it  is  not  in  any  way  a  VAT  tax  administratively  or  otherwise. 

Mr.  Armey.  Let  me  just  say  to  Senator  Nunn  and  Senator  Do- 
menici,  I  have  the  greatest  respect  for  their  work,  the  fundamental 
principles.  Clearly,  more  that  we  agree  with  each  other  in  chapter 
and  verse,  details.  If  in  my  confusion  I  unfairly  characterize  your 
tax,  please  beg  your  forgiveness. 

Senator  Nunn.  One  of  the  things  you  object  to  is  the  fact  that 
you  think  a  VAT  tax  would  be  hidden  and  people  would  not  see  it. 
This  is  not  going  to  be  hidden  at  all.  You  are  going  to  have  a  rate 
structure  just  like  your  rate  structure.  You  are  going  to  have  a  de- 
bate on  the  rate  structure,  whether  it  is  going  to  be  at  40  percent. 
You  can  have  a  progressive  rate  structure,  whatever  you  want.  It 
is  going  to  be  as  visible,  the  rate  structure,  as  the  current  income 
tax.  A  VAT  tax  does  produce  an  enormous  amount  of  revenue  with- 
out it  being  visible  to  people  because  it  is  in  the  price  of  products. 
So  I  would  say  that  your  fundamental  objection  to  a  VAT  tax  does 
not  apply  to  this. 

Mr.  Armey.  All  that  being  the  case,  let  me  just  say,  my  enthu- 
siasm for  your  proposal  has  been  heightened  and  I  would  declare 
it  almost  as  good  as  mine.  [Laughter.] 

Senator  ExON.  Thank  you  very  much  for  that  very  modest  state- 
ment. 

Chairman  DOMENICI.  Thank  you  very  much,  Senator  Exon.  Let 
me  thank  all  of  you  and  let  me  make  two  clarifications  in  terms 
of  what  this  hearing  is  about.  I  think  Mr.  Gutman,  you  know  that 
the  Finance  Committee  in  the  United  States  Senate  has  absolute 
total  jurisdiction  over  tax  reform,  over  changing  tax  laws.  This 
committee  does  not. 

On  the  other  hand,  it  seemed  to  this  chairman,  and  the  commit- 
tee members  have  all  concurred,  that  essentially  as  we  prepare  a 
budget  and  look  at  the  macroeconomics,  and  look  at  projections  of 
sustained  growth  in  the  future,  it  becomes  pretty  important  to  us 
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to  have  an  understanding  of  the  effects  of  the  current  t£ix  code  on 
the  prospect  of  prosperity  and  opportunity. 

In  the  limehght  today  are  many  observations  on  the  nature  of 
the  current  tax  law.  Among  the  observations  are  the  complexity 
and  5.4  billion  manhours  spent  to  implement  this  monster  that  we 
have.  If  you  go  out  and  talk  to  small  business  people  you  will  find 
that  they  put  three  agencies  of  the  Federal  Government  in  the 
same  boat  as  agencies  that  do  not  care  about  them  and  treat  them 
as  enemies  rather  than  friends.  Those  agencies  are  the  IRS,  OSHA, 
and  EPA.  So  if  the  IRS  thinks  they  have  graduated  from  the  regu- 
latory malice  of  some  of  the  other  agencies,  they  are  right  back  in 
the  boat.  I  think  it  is  complexity  that  causes  most  of  these  feelings. 

It  seemed  to  me  that  we  ought  to  get  before  us  some  of  the  major 
proposals  on  tax  reform.  Because  of  the  tax  cuts  in  our  counterpart 
House  members'  Contract  With  America,  we  ought  to  have  a  gen- 
eral understanding  of  the  tax  code. 

To  Chairman  Packwood,  he  should  know  that  Senator  Nunn  said 
this  is  the  first  hearing  on  tax  reform.  Let  me  say  to  my  good 
friend,  it  may  be  the  first  one  you  were  aware  of,  but  the  Finance 
Committee  has  been  conducting  them  regularly  for  well  over  a 
month.  I  would  not  want  that  to 

Senator  NuNN.  Right.  I  agree  with  you  completely.  I  think  it  is 
on  these  specific  proposals.  They  have  been  having  economic  analy- 
sis of  all  the  tax  reform  and  I  stand  corrected. 

Chairman  DOMENICI.  Now,  Mr.  Majority  Leader  Armey,  let  me 
suggest,  in  all  fairness  I  know  this  meeting  this  morning  is  almost 
cavalier  in  terms  of  our  proposal  versus  yours.  But  frankly,  I  do  be- 
lieve your  experts,  those  that  helped  you  put  your  tax  proposal  to- 
gether, know  ftill  well  this  is  not  a  value-added  tax.  They  know 
that  it  is  a  completely  different  proposal  than  the  value-added  tax 
proposals  around.  They  also  will  tell  you  that  it  is  not  even  a  con- 
sumption-based tax.  It  is  very  different  from  all  of  those. 

But  I  want  to  respond  to  Mr.  Gutman  and  the  Treasury  man  who 
is  here.  Let  me  say  that  I  totally  disagree.  I  think  we  can  no  longer 
tinker  with  this  law.  I  think  the  more  we  put  a  provision  in  here, 
and  a  provision  in  there,  we  just  add  to  its  inefficiency,  to  its  com- 
plexity, and  I  frankly  believe,  to  its  lack  of  positiveness  with  ref- 
erence to  economic  growth.  I  think  that  code  is  a  drag,  not  an  in- 
centive, for  growth.  One  can  say  economics  ought  to  be  out  of  the 
picture.  I  do  not  think  so. 

Now  you  have  said,  Mr.  Gutman,  that  there  is  no  unambiguous — 
I  wrote  your  word  down — unambiguous  evidence  that — and  you 
used  the  word  consumption-based  taxes  will  significantly  increase, 
savings.  I  want  everybody  here  to  know  what  some  of  these  propos- 
als are.  It  may  be  unambiguous,  but  I  think  we  ought  to  let  a  lot 
of  people  listening  judge  this  matter. 

We  have  a  tax  code  that  provides  very  little  incentive  for  individ- 
uals to  save  a  part  from  a  specialized  tax  and  401(k)'s.  You  change 
the  psychology,  the  whole  culture  of  the  income  tax  laws  and  say 
to  everyone,  you  can  deduct  from  your  income  whatever  you  save 
and  saving  includes  investment. 

What  we  are  saying  then  is,  take  your  income,  put  it  in  the  sav- 
ing pool  of  the  land.  And  when  you  take  it  out  of  the  saving  pool, 
Mr.  Gutman,  you  will  pay  on  it  because  it  will  come  in  as  income. 
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We  will  take  care  of  the  poor  and  the  working  poor  with  some  other 
progressivity  issues.  But  I  cannot  believe  that  over  time  Americans 
would  not  save  more  than  they  are  saving  today. 

It  may  be  unambiguous  in  terms  of  empirical  evidence,  but  if  we 
had  a  code  that  was  built  on  that  and  it  just  said,  put  whatever 
you  want  into  savings  but  until  you  take  it  out  of  that  pool  you  do 
not  get  taxed  on  it.  I  cannot  believe  that  we  would  not  have  a  com- 
pletely different  culture  in  the  households  of  America  with  ref- 
erence to  saving. 

Now  did  you  mean  to  say  that  I  am  wrong  in  that,  or  that  you 
do  not  know  whether  I  am  wrong?  What  do  you  mean? 

Mr.  GuTMAN.  I  actually  welcome  the  opportunity  to  answer  that 
because  one  of  the  things  I  said  was,  please  do  not  kill  the  mes- 
senger. I  think  the  point  I  was  trying  to  make,  Mr.  Chairman,  is 
exactly  what  I  said,  which  is  that  we  do  not  know  the  extent  to 
which  savings  increases  with  respect  to  increases  in  after-tax  rates 
of  returns. 

There  has  been  just  legion  of  testimony  on  this  issue.  Indeed,  it 
is  precisely  the  same  issue  that  was  addressed  by  Chairman  Green- 
span in  front  of  the  Finance  Committee  with  respect  to  IRAs.  At 
the  end  of  the  day  his  conclusion  was,  we  do  not  know  for  sure  with 
respect  to  IRAs.  He  thinks  it  is  a  risk  that  is  worth  taking. 

In  my  testimony,  I  set  out  the  competing  consideration  that  an 
individual  would  confront  in  making  the  decision  whether  to  invest 
more  when  after-tax  rates  of  returns  have  gone  down.  They  operate 
against  each  other.  One  is  an  incentive  effect.  The  other  is  an  in- 
come effect. 

My  only  point  was  that  we  do  not  know  for  sure.  My  intuition, 
I  have  got  to  say,  is  the  same  as  yours.  But  if  you  are  going  to  mas- 
sively change  the  tax  code,  I  think  we  need  to  worry  about  some 
empiricism  rather  than  just  simply  our  intuitions. 

Chairman  DoMENici.  I  ccmnot  say  it  any  better  than  I  have  just 
said  it.  I  want  to  clarify  the  record  and  put  it  one  other  way,  and 
then  we  will  get  to  you,  Mr.  Toder.  We  put  this  proposal  together 
with  a  lot  of  expert  advice.  Mr.  Majority  Leader,  you  will  find  that 
this  proposal  has  tremendous  support.  We  have  answered  most  of 
the  questions. 

We  also  have  done  some  very  serious  transition  rule-thinking 
that  you  all  are  worried  about.  It  will  never  be  perfect,  but  I  be- 
lieve it  is  getting  very  close  to  being  manageable  and  something  99 
percent  right  for  those  who  have  accumulated  capital,  many  of 
whom  are  seniors,  and  we  do  not  want  to  penalize  them  in  this 
process. 

But  it  seems  to  me  that  what  we  are  trying  to  say  is  that  there 
is  a  bias  in  America  toward  consumption.  All  we  want  to  do  is  put 
savings  and  investment  on  a  par  with  consumption.  If  a  husband 
and  wife  are  sitting  down  and  talking  about  a  little  extra  money, 
and  they  talk  about  consumption,  they  talk  about  savings,  we  want 
to  give  them  more  of  a  reason  to  think  about  savings  which  they 
do  not  do  now. 

And  IRAs  notwithstanding,  that  does  not  happen.  It  is  all  too 
complicated.  It  is  all  too  targeted.  This  is  an  unlimited  IRA.  You 
do  not  have  to  ponder  whether  it  is  for  health  or  education.  You 
just  go  invest  it.  I  think  that  means  a  huge  number  of  Americans 
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will  accommodate  their  thinking,  rationale,  to  spending  money  a 
little  different  than  they  are  now.  And  just  a  little  switch.  Senator 
Nunn,  I  have  found  out  in  talking  to  experts,  a  little  change  in  that 
notion  will  cause  an  awful  lot  of  people  to  put  a  little  money  in  the 
investment  and  savings  pool  of  the  country. 

Now,  Mr.  Toder,  do  you  want  to  comment  on  that  observation 
that  I  just  made?  Do  you  have  any  thoughts? 

Mr.  Toder.  I  think  you  have  identified  the  key  issue.  If  people 
are  persuaded  that  this  would  lead  to  a  very  large  increase  in  sav- 
ings that  would  strengthen  a  case  for  it,  despite  the  technical  prob- 
lems it  has  to  overcome.  I  agree  with  Mr.  Gutman  on  the  results 
of  the  empirical  studies.  My  staff  has  reviewed  some;  I  have  looked 
at  some.  The  results  are  very  mixed.  There  was  a  recent  survey  by 
the  OECD  which  came  up  with  pretty  much  the  same  conclusion 
that  Mr.  Gutman  did. 

In  fact,  Professor  Hall  of  Stanford  is  one  who  has  done  a  very 
careful  study  which  came  up  to  the  conclusion  that  there  was  no 
evidence  that  changing  the  after-tax  return  increased  saving.  I  do 
believe  it  would  increase  savings  some.  I  think  that  this  is  a  judg- 
ment question  and  I  think  you  have  identified  the  key  issue. 

Chairman  DOMENICI.  Two  other  observations.  Representative 
Armey.  It  is  the  opinion  of  those  who  have  helped  put  the  USA 
Tax — unlimited  savings  account  is  what  we  call  it — unlimited  sav- 
ings account  proposal  together  that  there  is  a  situation  in  the  Unit- 
ed States  where  American  corporations  are  not  in  a  comprtitive  po- 
sition overseas  with  reference  to  our  tax  laws;  are  not  put  in  as 
good  a  position  as  they  might  be.  So  this  proposal  does  two  things. 

First,  corporate  tax  will  not  be  paid  on  goods  and  services  sold 
overseas.  Simplified,  you  have  a  $10  million  corporate  sales  and  $1 
milhon  of  it  is  overseas,  you  do  not  pay  the  corporate  tax  on  $1  mil- 
lion because  you  exempt  it  at  the  borders.  We  think  we  have  done 
that  in  a  GATT-sound  way. 

Second,  we  have  said  the  reverse.  Foreign  corporations  doing 
business  in  America,  selling  their  goods  and  services  here,  be  they 
American  foreigners  or  foreign-foreign,  they  pay  the  same  corporate 
tax,  which  is  very  small,  perhaps  10  percent  but  across  the  board. 
They  pay  that  on  the  value  of  the  things  they  sell  in  the  United 
States. 

Essentially,  we  find  this  to  be  a  section  of  the  proposal  that  is 
very  much  favored  by  American  business.  Could  you  just  comment 
on  it  in  terms  of  your  observations  with  reference  to  border 
adjustability  and  the  like? 

Mr.  Armey.  First  of  all,  let  me  say,  yes,  you  do  have  border 
adjustability.  I  do  not  have  it.  It  is,  in  fact  as  you  said,  applauded 
by  a  great  many  people,  not  the  least  is  whom,  for  example.  Con- 
gressman Archer,  the  Chairman  of  the  House  Ways  and  Means 
Committee.  I  think  you  have  done  a  fine  job  of  accomplishing  bor- 
der adjustment  GATT-compatible. 

Now  I  would  question  whether  or  not  that  is  a  right  and  nec- 
essary thing  to  do.  I  think  there  is  a  fascinating  range  for  debate 
on  that  proposition  with  respect  to  a  juxtaposition  of  what  is  a 
proper  tax  code  to  fit  the  international  competitive  needs  of  busi- 
ness relative  to  the  needs  of  American  consumers.  I  have  chosen 
not  to  do  that  in  mine,  and  that  does  I  think  mark  probably  what 
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is  the  biggest  difference  between  your  proposal  and  my  own,  espe- 
cially from  an  economic  policy  point  of  view.  For  people  who  would 
agree  that  what  you  do  is  a  right  and  necessary  thing,  I  think  they 
would  have  to  find  what  you  have  done  is  very  appropriate. 

Chairman  DOMENICI.  I  would  say  to  the  senators  who  were  in  at- 
tendance, part  of  that  notion  has  to  do  with  what  Mr.  Gutman 
raised — what  can  you  do  politically  and  what  you  cannot  do.  It 
seems  to  me  that  for  American  workers,  this  is  seen  across  the 
board  as  a  very  positive  step  in  terms  of  some  more  equitable  treat- 
ment with  reference  to  fair  competition. 

Senator  Nunn,  let  me  close  by  just  asking  you  one  last  question. 
With  reference  to  this  proposal,  would  you  tell  us  a  little  bit  about 
how  you  see  the  need  for  corporate  tax  reform  and  personal  or  indi- 
vidual, working  together  and  being  reformed  together  rather  than 
just  work  on  the  corporate  reform  or  on  the  individual  reform? 

Senator  Nunn.  I  believe  this  whole  flow  goes  together  and  I 
think  the  best  way  to  describe  it  is,  we  have  two  collection  points 
on,  in  effect,  a  toll  road.  One  collection  point  is  the  corporate  or  the 
business  side,  because  ours  is  broader  than  corporate.  It  would  in- 
clude all  businesses.  The  other  is  at  the  individual  level,  and  those 
two  have  to  flow  together. 

But  when  you  make  savings  deferrable,  as  we  do  here,  that 
makes  an  enormous  difference  in  the  whole  flow  between  the  cor- 
porate and  the  individual.  It  eliminates  a  tremendous  part  of  the 
code  that  is  designed  to  prevent  people  from  taking  a  corporation 
and  leaving  money  in  it  that,  in  effect,  is  savings.  We  really  want 
to  encourage  people  to  leave  money  in  their  business.  We  want  the 
small  businessperson  when  they  are  making  a  judgment,  can  I  af- 
ford to  leave  money  in  my  business,  we  want  them  to  come  up  with 
the  answer,  yes,  because  they  do  not  draw  it  out  and  they  do  not 
pay  an  individual  tax  on  it. 

A  small  businessperson,  under  our  proposal,  will  be  able  to  build 
his  business  or  her  business  without  having  to  pay  tax  on  the 
money  left  in  it  at  the  individusd  level.  And  the  corporate  tax  side 
of  it  will  be  a  very  low  tax.  People  ask,  how  can  we  make  that  tax 
low,  at  a  10  percent  level?  The  reason  is  because  you  are  including 
all  businesses.  The  second  reason  is,  because  you  are  taxing  im- 
ports. You  produce  about  40  to  50  percent  of  total  business  tax  in 
America  produced  now  by  the  tax  on  imports.  So  that  obviously  has 
a  big  revenue  effect  and  lets  you  drive  down  that  rate. 

The  other  feature  here  that  basically  is  going  to  eliminate  a 
whole  lot  of  searching  for  loopholes  that  goes  on  in  all  the  law 
firms  in  town  and  around  the  country  and  tax  accounting  firms  is 
the  fact  that  you  basicedly  are  going  to  have  a  savings  deduction. 
That  means  that  the  whole  fi^'antic  search  for  how  you  save  on 
taxes  is  answered  by  that.  You  basically  save  on  taxes  by  planning 
for  the  future  and  deferring  your  expenditures  until  a  future  period 
of  time.  And  by  that,  you  increase  the  National  savings  pool. 

I  do  not  have  any  doubt  about  the  fact  that  the  savings  pool  will 
increase.  I  think  Mr.  Gutman  and  Mr.  Toder  are  right,  there  is 
very  little  empirical  evidence  in  this.  You  have  to  go  by  human  na- 
ture and  human  instinct.  I  do  not  know  how  you  ever  develop  em- 
pirical evidence  on  something  that  has  not  been  done.  We  would  sit 
here  and  in  25  years  with  all  the  people  in  town  studying  this  and 
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all  the  experts  and  I  think  we  would  still  say  there  is  not  empirical 
evidence.  You  have  to  judge  it  based  on  human  nature. 

But  if  you  asked  the  average  person  out  there  about  how  they 
would  react  to  something  like  this  I  think  you  get  a  pretty  clear 
set  of  answers. 

Chairman  Domenici.  I  know  you  have  to  go,  Representative 
Armey,  but  Senator  Gorton  had  one  question  before  you  leave. 

Senator  Gorton.  I  think  you  have  answered  this  question  in 
your  written  testimony.  But  I  take  it,  in  combination  with  a  bal- 
anced budget  amendment  you  would  set  the  rate  in  your  flat  tax 
at  whatever  is  necessary  to  cover  the  cost  of  spending  policies  the 
United  States  had  in  any  given  year? 

Mr.  Armey.  Where  we  are  right  now  is,  in  fact  we  start  off  with 
20  percent  for  the  first  2  years.  My  goal  was  to  get  within  $40  bil- 
lion over  5  years.  For  me,  it  is  very  easy;  cut  spending  by  another 
$40  billion.  But  understand.  Senator  Cxorton,  I  take  to  cutting 
spending  a  lot  more  eagerly  than  most  folks. 

Now  if  in  the  final  stages  of  revising  that  there  was  not  that  en- 
thusiasm, we  needed  to  up  revenues  by  $40  billion,  we  could  easily 
do  that  by  adjustment  in  rates  or 

Senator  Gorton.  But  it  is  the  concept  that  you  are  talking  about 
rather  than  being  wedded  to  one  specific  rate. 

Mr.  Armey.  Right,  the  fine-tuning.  And  of  course,  as  we  know, 
a  bill  is  taken  up  by  a  committee  smd  then  the  committee  works 
its  will  and  works  out  a  lot  of  detail,  including  transition.  So  I  an- 
ticipate that.  I  tried  to  get  as  close  to  the  mark  as  I  was  com- 
fortable with. 

Senator  Gorton.  Thank  you. 

Chairman  DOMENICI.  Senator  Exon  had  a  question. 

Senator  ExoN.  Just  before  you  leave,  Dick,  let  me  go  back.  I  am 
intrigued  by  the  flat  tax.  I  just  do  not  want  to  gloss  over  this 
though  without  trying  to  explore  in  public  some  of  the  concern,  if 
there  are  any  at  all.  Maybe  this  flat  tax  is  the  greatest  idea  since 
sliced  bread. 

Could  you  put  back  up  the  chart  that  you  had,  chart  number  one. 
Does  chart  number  one  accurately  reflect  a  flat  tax?  I  do  not  know 
whether  it  is  the  flat  tax  that  Representative  Armey  is  talking 
about  or  something  else.  That  chart  indicates  to  me  that  a  flat  tax 
would  be  pretty  devastating  on  middle  and  lower  income  people  in 
America.  Is  that  the  right  interpretation  of  that  chart? 

Mr.  TODER.  May  I  respond  to  that?  This  is  not  a  representation 
of  Representative  Armey's  flat  tax. 

Senator  ExoN.  What  is  it? 

Mr.  TODER.  This  is  a  representation  of  a  flat  tax  with  no  exemp- 
tions at  all  for  individuals.  Representative  Armey's  flat  tax  does 
have 

Senator  GoRTON.  A  representation  of  something  no  one  has  pro- 
posed. 

Mr.  ToDER.  It  is  a  representation  of  a  value-added  tax. 

Senator  ExoN.  Do  you  have  one  on  Mr.  Armey? 

Mr.  TODER.  We  have  done  an  analysis  of  Representative  Armey*8 
proposal  which  has  similar,  though  not  as  extreme,  findings  and  we 
would  be  happy  to  share  that  with  the  committee. 
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Replacing  Current  Income  Taxes  with  a  22.9%  Flat  Rate  Consumption  Tax 
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A  PRELIMINARY  ANALYSIS  OF  A  FLAT  RATE  CONSUMPTION  TAX' 


Representative  Armey  has  proposed  that  the  United  States  adopt  a  two-part  "flat  tax" 
which  would  replace  the  current  individual  and  corporate  income  taxes.   He  would  maintain 
the  current  employer  and  employee  payroll  taxes  that  fmance  the  Old  Age  and  Survivors 
Insurance  Trust  Fund  (OASI),  the  Federal  Disability  Trust  Fund  (DI),  the  Unemployment 
Insurance  Trust  Fund  (UI),  and  the  hospital  insurance  trust  fund  (HI).  The  proposed  flat  tax 
is  similar  to  the  simple  flat  tax  developed  by  Robert  E.  Hall  and  Alvin  Rabushka.^  Setting 
the  administrative  details  aside,  the  common  features  of  these  proposals  are: 

1.  a  flat  rate  tax  on  individuals'  wage  income, 

2.  a  tax  on  business  cash  flow  with  a  deduction  for  wages^,  levied 
at  the  same  rate  as  the  individual  tax,  and 

3.  standard  deductions  for  individual  taxpayers  and  dependents. 

A  flat  tax  with  these  characteristics  is  essentially  equivalent  to  a  tax  on  total  consumption, 
with  some  relief  offered  to  low-wage  individuals  through  the  standard  deduction. 

The  purpose  of  this  paper  is  to  analyze  the  revenue  and  distributional  effects  of  a 
stylized  flat  tax  similar  to  the  one  proposed  by  Representative  Armey.   The  second  and  third 
sections  of  the  paper  describe  the  revenue  estimates  of  a  stylized  flat  tax  proposal  and  how 
the  flat  tax  could  be  made  revenue  neutral  by  increasing  the  tax  rate  or  reducing  the  standard 
deduction  amounts.   The  fourth  section  describes  the  distributional  effects  of  replacing  the 
current  income  taxes  with  a  flat  tax.   The  fifth  section  describes  the  effect  on  the  revenue 
and  distributional  estimates  of  assuming  that  the  proposal  repeals  the  earned  income  tax 
credit.   The  sixth  section  of  the  paper  explains  why  the  Armey  flat  tax  is  equivalent  to  a  tax 
on  consumption.   The  final  section  of  the  paper  identifies  structural  and  design  issues  that 
would  need  to  be  addressed  by  mc  st  consumption  tax  proposals.   An  app>endix  lists  detailed 
assumptions  used  in  estimating  the  proposal. 


'In  October,  1994,  the  Treasury  Department's  Office  of  Tax  Analysis  prepared  an  analysis  of  the  revenue 
and  distributional  effects  of  replacing  the  current  income  tax  with  a  stylized  flat  tax  similar  to  the  one  proposed 
by  Representative  Armey  in  H.R.  4S8S.    Subsequently,  Representative  Armey's  staff  clarified  several  features 
of  the  flat  tax  proposal.   This  analysis  reflects  our  understanding  of  the  Armey  flat  tax  proposal  as  of  February, 
199S.   Subsequent  clarifications  or  changes  in  the  proposal  would  alter  the  estimates. 

Robert  E.  Hall  and  Alvin  Rabushka.  Flat  Tax  (Stanford:  Hoover  Institution,  198S). 

'Business  cash  flow  is  equal  to  gross  receipts  less  wages  and  purchases  from  other  firms.    Purchases  of 
capital  are  immediately  deductible  from  business  cash  flow,  but  under  the  Armey  proposal,  fringe  benefits 
(other  than  pension  contributions)  supplied  to  employees  are  not  deductible,  making  non-wage  compensation 
taxable  at  the  business  level. 
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Revenue  Estimates 

In  order  to  estimate  the  revenue  effects  associated  with  a  flat  rate  consumption  tax,  a 
number  of  assumptions  need  to  be  made.   First,  we  assume  that  the  basic  structure  of  the 
proposal  follows  Representative  Armey's  proposal.   That  is,  the  flat  rate  consumption  tax 
examined  below  includes  three  major  elements: 

1.  a  flat  17  percent  rate  on  wages  and  pension  distributions, 

2.  a  flat  17  percent  rate  on  the  cash  flow  of  businesses  (without  a 
deduction  for  non-pension  fringe  benefits),  and 

3.  a  standard  deduction  for  all  filers  ($12,350  for  single  filers, 
$24,700  for  joint  filers  and  $16,200  for  head-of-household 
filers),  and  an  additional  standard  deduction  for  each  dependent 
($5,000)." 

Other  features  of  the  flat  tax  discussed  below  (and  in  the  attached  appendix)  may  deviate 
from  Representative  Armey's  specific  proposal.   The  Armey  flat  tax  proposal  does  not 
address  many  of  the  specifics.    In  addition,  some  of  the  features  implied  by  the  statutory 
language  (e.g.,  the  apparent  retention  of  the  corporate  and  individual  alternative  minimum 
tax  (ANTT))  are  probably  unintended. 

Second,  no  attempt  is  made  to  estimate  the  tax-induced  behavioral  responses  of  either 
individuals  or  corporations.    Following  the  standard  revenue  estimating  conventions  used  by 
both  the  Office  of  Tax  Analysis  and  the  Joint  Committee  on  Taxation,  the  macroeconomic 
aggregates,  such  as  the  level  of  compensation,  prices,  employment,  and  gross  domestic 
product,  have  been  assumed  to  be  unchanged  by  the  proposal.   In  addition,  we  assume  no 
shifts  in  other  forms  of  behavior,  such  as  portfolio  allocations,  the  allocations  of  investment, 
or  realizations  of  capital  gains.    Because  the  proposal  taxes  all  forms  of  income  of  non- 
financial  businesses  at  the  same  rate  and  exempts  realized  capital  gains,  interest,  and 
dividends,  such  behavioral  shifts  would,  for  the  most  part,  not  affect  revenue.' 

Third,  estimates  for  only  a  single  year,  using  the  fully-phased  in  rate  (17  percent),  are 
presented.    However,  the  effects  and  details  of  the  transition  from  current  law  to  the  flat  tax 
have  not  been  considered.    For  example,  unused  foreign  tax  credits,  general  business  credits, 
AMT  credits,  depreciation  on  pre- 1995  investment,  and  stocks  of  net  operating  losses  from 


We  understand  that  Representative  Armey  is  now  proposing  standard  deduction  amounts  that  are  larger 
than  those  that  appeared  in  H.R.  4S8S. 

'There  may  be  behavioral  adjustments,  however,  that  reduce  revenue.    For  example,  businesses  would  have 
an  incentive  to  provide  cash  wages  instead  of  fringe  benefits  to  low-wage  workers  because  the  former,  but  not 
the  latter,  would  be  offset  by  the  standard  deduction. 
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current  law  would  likely  be  subject  to  transitional  rules  that  could  affect  revenue  by  tens  of 
billions  of  dollars  of  tax  liability  during  the  transitional  phase. 

The  estimates  presented  below  reflect  the  change  in  tax  liability,  as  opposed  to  the 
change  in  tax  receipts,  which  reflect  how  tax  payments  are  made  (e.g.,  through  withholding, 
estimated  tax  payments,  flnal  payments,  tax  refunds).   Therefore,  the  estimates  do  not 
incorporate  any  changes  in  revenues  attributable  to  how  the  tax  is  collected.   (Representative 
Armey  would  repeal  withholding,  but  require  individual  taxpayers  to  remit  payments  in  12 
monthly  installments.   Although  this  change  would  have  a  large  negative  impact  on  the 
revenue  estimates,  no  attempt  has  been  made  to  incorporate  this  feature  of  the  Armey 
proposal.) 

The  revenue  estimates  are  presented  in  Table  1.   The  17  percent  flat  tax,  under  the 
assumptions  described  above,  would  increase  tax  liabilities  by  $532  billion  at  1995  levels  of 
income  -  $305  billion  from  the  wage  tax  on  individuals,  $163  billion  from  the  cash  flow  tax 
on  corporations,  and  $64  billion  from  the  cash  flow  tax  on  non-corpxjrate  businesses. 
Repealing  the  current  corporate  and  individual  income  taxes  (except  the  earned  income  tax 
credit  (EITC))  would  reduce  tax  liabilities  by  $718  billion  at  1995  income  levels  -$581 
billion  from  the  individual  income  tax  and  $137  billion  from  the  corporate  income  tax.     The 
proposal  would  therefore  lose  about  $186  billion  per  year  at  1995  income  levels. 


Revenue  Neutral  Proposals 

Major  proponents  of  replacing  the  income  tax  with  a  consumption  tax,  such  as,  for 
example.  Senator  Domenici,  have  stressed  the  importance  of  maintaining  the  same  level  of 
Federal  revenues.    Representative  Armey's  proposal  does  not  meet  the  goal  of  revenue- 
neutrality  at  the  tax  rate  and  standard  deduction  amounts  he  proposes.   To  make  the  proposal 
revenue-neutral,  the  $186  billion  reduction  in  tax  liabilities  could  be  offset  by  either 
increasing  the  flat  rate  or  by  lowering  the  standard  deduction  (or  some  combination  of  both). 
A  22.9  percent  rate  would  be  needed  for  the  proposal  to  be  self-financing,  given  the  standard 
deductions  specified  in  the  proposal.    Alternatively,  the  proposal  could  be  made  revenue 
neutral  at  the  17  percent  flat  rate  by  reducing  the  specified  standard  deductions  by  about  68 
percent,  to  $3,950  for  single  filers,  $7,900  for  joint  filers,  $5,200  for  head-of-household 
filers,  and  an  additional  standard  deduction  of  $1,600  for  each  dependent. 


Distributional  estimates 

The  three  major  elements  of  the  proposed  flat  tax  are  distributed  separately  to  families 
by  income  class.    First,  the  flat  tax  on  wages  and  pension  benefits  is  assumed  to  be  borne  by 
wage  earners  and  pension  beneficiaries,  and  is  distributed  proportionately  to  recipients  of 
wages  and  pensions  in  excess  of  their  specified  standard  deduction.   Second,  the  tax  on 
employer-provided  fringe  benefits  (except  pension  contributions)  is  assumed  to  be  borne  by 
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employees  and  is  distributed  in  proportion  to  their  receipt  of  these  benefits.   Third,  the  flat 
tax  on  business  cash  flow  is  assumed  to  be  borne  in  proportion  to  capital  income  generally. 

The  $186  billion  increase  in  the  deflcit  under  the  proposal  would  have  to  be  flnanced 
in  some  way.    Different  assumptions  about  the  method  of  financing  the  increase  in  the  deficit 
could  result  in  quite  different  distributional  estimates.   For  purposes  of  the  distributional 
estimates  presented  here,  it  is  assumed  that  the  proposal  is  made  revenue  neutral  either  by 
increasing  the  flat  tax  rate  to  22.9  percent,  or  by  reducing  the  standard  deduction  amounts  by 
68  percent  (to  32  percent  of  the  amounts  specified  in  the  proposal).    An  alternative 
assumption  would  be  that  the  increase  in  the  deficit  is  financed  by  across-the-board 
reductions  in  expenditures  for  entitlement  programs.    Since  entitlement  benefits  are  generally 
distributed  quite  progressively  (i.e.,  make  up  a  much  larger  share  of  the  incomes  of  lower- 
income  families),  this  financing  assumption  would  make  the  proposal  more  regressive. 

The  distributional  effect  of  a  22.9  percent  flat  tax  with  Representative  Armey's 
proposed  standard  deductions  appears  in  Table  2.    While  the  total  change  in  after-tax  income 
of  adopting  this  proposal  would  be  zero,  the  aggregate  after-tax  income  for  the  group  of 
families  with  incomes  below  $2(X),000  would  be  lower  under  the  proposal  (i.e.,  a  net  tax 
increase),  while  the  aggregate  after- tax  income  for  the  group  of  families  with  incomes  of 
$200, (X)0  or  more  would  be  higher  under  the  proposal  (a  net  tax  cut).   Expressed  as  a 
percentage  of  after-tax  income  under  current  law,  the  proposal  would  cause  a  reduction  in 
aggregate  after-tax  income  of  between  0.8  percent  and  3.0  percent  for  the  group  of  families 
with  incomes  below  $200, (XX)  and  a  8. 1  percent  increase  for  the  group  of  families  with 
incomes  of  $200,000  or  more.   This  amounts  to  a  26.0  percent  reduction  in  Federal  taxes  for 
the  group  of  families  with  incomes  of  $200,000  or  more  and  aggregate  tax  increases  ranging 
from  6.9  percent  to  17. 1  percent  for  the  group  of  families  with  income  under  $2(X),(X)0. 

The  distributional  effect  of  a  17  percent  flat  tax  with  standard  deductions  reduced  by 
68  percent  of  their  proposed  values  appears  in  Table  3.   Under  this  proposal,  families  with 
incomes  of  $200, (X)0  or  more  would  receive  a  tax  reduction  of  almost  $124  billion,  or  about 
39  percent  of  their  current  Federal  income  taxes.    Families  with  incomes  below  $2(X),(XK) 
would  have  corresponding  tax  increases  averaging  between  1.2  percent  to  39.1  percent. 

The  distributional  estimates  shown  in  Tables  2  and  3  are  based  on  the  assumption, 
described  above,  that  the  flat  rate  tax  is  borne  by  income  recipients.    Since  the  flat-rate  tax  is 
equivalent  to  a  consumption  tax  with  a  credit  (standard  deduction)  for  wages,  alternative 
assumptions  could  be  made  about  who  bears  the  burden  of  the  tax.    A  traditional  assumption 
is  that  a  consumption  tax  is  borne  by  consumers  in  proportion  to  their  consumption. 
Following  this  traditional  approach,  and  assuming  that  the  wage  credit  benefits  workers  on 
wages  up  to  the  standard  deduction  amounts,  would  result  in  a  far  more  regressive 
distribution  of  the  proposal.    For  example,  under  this  traditional  approach  families  with 
incomes  of  $2(X),000  or  more  under  either  revenue-neutral  proposal  would  be  shown  as 
receiving  tax  cuts  of  $170  billion  or  more,  which  is  nearly  two-thirds  of  their  current  Federal 
tax  burden.   Middle-income  families,  and  especially  low-income  families,  would  be  shown  to 
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have  correspondingly  much  larger  tax  increases.    We  have  not  followed  this  traditional 
approach  in  Tables  2  and  3  because  it  overstates  the  tax  cut  for  high-income  families,  and  the 
tax  increases  for  low-  and  middle-income  families,  by  failing  to  adjust  for  temporary  income 
fluctuations  and  normal  life-cycle  patterns  of  consumption  and  income.   In  addition,  lack  of 
reliable  data  on  consumption  by  families  with  very  high  and  very  low  incomes  may  make  any 
distributional  estimates  based  on  the  traditional  approach  less  reliable  than  the  estimates 
shown  in  Tables  2  and  3. 


Revenue  and  distributional  effect  of  repealing  the  EITC 

The  revenue  and  distributional  estimates  presented  above  are  all  based  on  the 
assumption  that  the  Armey  pro[>osal  would  retain  the  earned  income  tax  credit  (EITC). 
However,  it  is  not  clear  that  Representative  Armey  intends  his  proposal  to  retain  the  EITC* 
If  the  EITC  were  not  retained  under  the  flat  tax,  the  deficit  effect  of  the  proposal  at  1995 
income  levels  would  be  reduced  by  $25  billion  (the  cost  of  the  EITC  in  1995)  to  $161 
billion.   The  flat  tax  rate  required  to  make  the  proposal  revenue  neutral  would  then  be  22. 1 
percent. 

The  distributional  effect  of  replacing  the  current  income  tax  (including  the  EITC)  with 
a  22.1  percent  flat  tax  is  shown  in  Table  4.   Families  with  incomes  of  $200,000  or  more 
would  receive  a  tax  cut  of  about  $89.6  billion,  or  28.3  percent  of  their  current  Federal  taxes. 
Families  with  incomes  below  $200,000  would  have  corresponding  tax  increases  averaging 
from  4.4  percent  to  60.5  percent.   Comparing  these  results  with  the  results  in  Table  2,  in 
which  the  EITC  is  retained  and  the  revenue-neutral  flat  tax  rate  is  22.9  percent,  indicates  that 
repealing  the  EITC  makes  the  proposal  much  more  regressive.   The  increase  in  tax  burden 
from  repealing  the  EITC  falls  mostly  on  low-income  working  families  with  children. 


Why  is  the  Armey  flat  tax  a  consumption  tax? 

To  see  why  the  flat  tax  is  effectively  levied  on  consumption,  consider  two  other  forms 
of  a  consumption  tax:  a  retail  sales  tax  (RST)  of  the  type  employed  by  most  States,  and  a 
subtraction-method  value-added  tax,  also  called  a  business  transfer  tax  (BTT). 


Although  H.R.  4S8S,  introduced  by  Representative  Armey  on  June  16,  1994,  which  contains  his  flat  tax 
proposal  as  well  as  other  non-tax  proposals,  refers  to  the  EITC  in  a  non-tax  section,  the  flat  tax  return  form  that 
appeared  in  his  Wall  Street  Journal  article  on  the  same  day  has  no  line  for  the  EITC.    Furthermore,  in  an 
appearance  before  the  Bipartisan  Commission  on  Entitlement  and  Tax  Reform  (the  'Kerrey  Commission*)  on 
October  6,  1994,  Representative  Armey  stated,  in  resjxjnse  to  a  question  from  Commission  member  Thomas 
Downey,  that  he  believes  that  a  direct  income  supplement  rather  than  a  tax  credit  should  be  used  to  transfer 
income  to  the  poor.    H.R.  4S85  contains  no  such  spending  proposal. 
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A  RST  is  collected  from  businesses  and  applied  to  sales  of  goods  and  services  to 
households.   While  difficult  to  accomplish,  governments  generally  attempt  to  tax  only  sales 
to  consumers  by  exempting  from  the  RST  sales  between  businesses.    That  is,  most  states 
generally  attempt  to  tax  only  fmal  or  retail  sales  as  opposed  to  sales  between  producers. 
Consider  the  example  in  Figure  1.    In  an  economy  with  three  stages  of  production,  a  5% 
retail  sales  tax  collects  revenue  of  $50  on  retail  sales  of  $1050  ($1000  of  pre-tax  sales  plus 
$50  of  tax)  and  collects  no  revenue  from  the  manufacturer  or  wholesaler.^   If  the  RST  is 
levied  on  a  broad  base  (i.e.,  the  tax  is  applied  to  all  purchases  by  consumers,  including 
purchases  of  necessities  like  food  and  medical  care  which  are  commonly  exempted  from  State 
sales  taxes),  it  is  a  tax  on  total  consumption. 

Under  a  BTT,  a  business  pays  tax  on  the  difference  between  its  sales  and  the  cost  of 
its  purchases  from  other  businesses,  including  purchases  of  buildings  and  equipment.'   The 
deduction  for  business  purchases  ensures  that  the  tax  falls  only  on  final  consumption.    In  the 
example  in  Figure  1  (second  panel),  a  portion  of  the  total  BTT  is  paid  at  each  stage  of 
production,  but  the  5%  tax  still  raises  a  total  of  $50  on  final  consumer  sales  of  $1050. 

With  only  two  modifications  to  the  BTT,  it  can  be  seen  why  the  Armey  flat  tax  is 
equivalent  to  a  flat  tax  on  consumption.    First,  suppose  that  businesses  are  allowed  a 
deduction  for  wages  paid  to  workers.    Second,  suppose  that  individuals  must  pay  tax  at  the 
same  rate  as  the  business  tax  on  their  wages.    If  there  are  no  exemptions  or  a  standard 
deduction,  this  tax  is  a  simple  flat  tax,  and  its  base  is  the  same  as  that  of  a  broad-based  RST 
or  BTT  -  total  consumption.    As  illustrated  in  Figure  1,  total  revenue  under  the  flat  tax  is 
still  $50:  $35  collected  from  businesses  and  $15  collected  from  workers. 

In  the  example  described  above,  we  have  assumed  that  the  full  amount  of  the  flat  tax 
~  including  the  portion  that  is  collected  from  workers  —  is  passed  on  to  consumers  in  the 
form  of  higher  prices.    Under  this  assumption,  after-tax  wages  are  unchanged,  and  the  flat 
tax  has  the  same  effect  on  prices  as  a  consumption  tax  that  is  collected  entirely  from 
businesses.    In  fact,  the  price  effect  will  depend  on  the  willingness  of  the  Federal  Reserve  to 
accommodate  a  *iigher  price  level  by  increasing  the  money  supply.    Absent  an  increase  in  the 
money  supply,  the  business  portion  of  the  flat  tax  will  initially  squeeze  profits  and  ultimately 
force  a  reduction  in  wages.    In  the  long-run,  real  incomes  will  decline  by  the  full  amount  of 
the  tax  whether  prices  increase,  or  money  wages  or  profits  fall. 


^A  tax  of  4.762%  on  a  base  that  includes  the  tax  is  the  same  as  a  tax  of  S%  on  a  base  that  does  not  include 
the  tax.    In  this  example  and  in  the  ones  that  follow,  it  is  assumed  that  businesses  pass  the  full  amount  of  the 
tax  on  to  their  customers. 

'Most  countries  that  have  a  national  value-added  lax  (VAT)  system  administer  it  with  the  credit-invoice 
method.    Under  this  system,  businesses  pay  VAT  on  their  sales,  but  receive  a  credit  against  their  tax  liabilities 
for  VAT  they  paid  on  inputs  purchased  from  other  businesses.    If  the  tax  is  applied  to  all  goods  and  services  at 
the  same  rate,  a  credit-invoice  method  VAT  will  collect  the  same  amount  of  revenue  and  affect  consumers  in 
the  same  way  as  a  sinularly  broad-based  BTT. 
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Therefore,  the  flat  tax  has  the  same  long-run  effect  on  the  purchasing  power  of  most 
people  as  a  consumption  tax  that  is  collected  entirely  from  businesses.    If  prices  do  not 
ultimately  increase  by  the  full  amount  of  the  flat  tax,  however,  people  who  receive  income 
under  fixed  contracts  will  be  affected  differently.   For  example,  lenders  who  receive  interest 
income  that  is  fixed  in  dollar  terms  will  be  better  off  than  they  would  have  been  if  prices 
had  increased  fully,  and  borrowers  will  be  worse  off. 

Most  proponents  of  a  flat  tax,  including  Representative  Armey,  support  the  inclusion 
of  a  standard  deduction  or  personal  exemptions  to  relieve  some  part  of  earnings  from  the  tax. 
Indeed,  one  of  the  attributes  of  a  flat  tax  is  that  some  degree  of  progressivity  can  be  achieved 
by  providing  tax  relief  directly  to  low-wage  individuals. 


Consumption  Taxes:   Further  Comments 

The  flat  rate  tax  proposed  by  Representative  Armey  is  only  one  of  many  ways  to 
impose  a  tax  on  consumption.   Other  variants  of  consumption  taxes  include: 

•  a  retail  sales  tax,  which  is  collected  from  retailers  and  imposed  on  the  value  of 
final  sales  to  consumers; 

•  a  credit-invoice  value-added  tax,  which  is  collected  from  all  businesses  and  is 
imposed  on  the  value  of  sales,  with  a  credit  for  tax -paid  purchases  from  other 
firms; 

•  a  subtraction  method  value-added  tax  (or  business  transfer  tax),  which  is 
collected  from  all  businesses  and  is  imposed  on  the  value  of  sales  less 
purchases  from  other  firms;  and 

•  a  direct  cash  flow  consumption  tax,  which  is  collected  from  indi\iduals  and 
imposed  (at  either  flat  or  graduated  rates)  on  a  base  that  equals  income  less  net 
saving.    Under  this  type  of  tax,  contributions  to  qualified  savings  accounts 
would  be  deductible,  and  withdrawals  from  accounts  would  be  ta.\able;  net 
proceeds  from  borrowing  would  be  taxable,  and  repayments  of  loans  would  be 
deductible. 

The  Armey  flat  rate  tax,  as  noted  above,  is  equivalent  to  a  subtraction  method  value- 
added  tax,  but  with  a  deduction  for  wages  at  the  business  level  and  a  tax  on  wages  at  the 
individual  taxpayer  level.   One  possible  modification  of  the  Armey  flat  rate  tax  is  to  impose 
a  graduated  rate  schedule,  instead  of  a  single  tax  rate,  on  the  wages  of  individuals. 

A  consumption  tax  could  be  used  either  to  replace  the  entire  individual  and  corporate 
income  taxes  (as  does  the  Armey  flat  rate  tax),  to  replace  all  income  aind  payroll  taxes,  or  to 
replace  only  partially  the  income  or  payroll  taxes. 
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Any  consumption  tax  proposal,  in  combination  with  the  taxes  it  replaces,  needs  to 
address  a  number  of  concerns.   To  merit  serious  consideration,  a  proposal  should  raise 
sufficient  revenue,  maintain  the  progressivity  of  the  entire  tax  system,  include  transition  rules 
to  minimize  windfall  gains  and  losses,  and  avoid  additional  costs  of  compliance  and 
administration.   Consumption  tax  proposals  also  require  provisions  that  address  sector- 
sjjecific  issues,  such  as  the  tax  treatment  of  financial  institutions,  imports  and  exports,  non- 
profit organizations  and  state  and  local  governments,  and  housing  and  consumer  durables. 
The  Armey  flat  tax  proposal  does  not  satisfy  many  of  these  important  concerns. 
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Appendix:  Detailed  Assumptions 


A  number  of  assumptions  were  made  regarding  the  specifics  of  the  stylized  proposal. 
These  assumptions  include: 

For  the  flat  rate  cashflow  tax  on  Corporations: 

•  Current  law  pass-through  entities  are  subject  to  the  business  flat  tax.   These  entities 
include  S  corporations,  RICs  and  REITs. 

•  Interest  income,  dividends  received,  and  capital  gains  income  are  exempt  from  tax. 
This  exemption  holds  for  both  financial  and  non-flnancial  corporations. 

•  Income  from  foreign  subsidiaries  is  exempt  from  tax. 

•  Income  from  the  sale  of  business  property  (section  4797  property)  is  subjec:  to  tax. 

•  Wages  and  salaries  are  deductible,  as  are  contributions  to  pension  funds.  Deductions 
for  other  fringe  benefits  are  disallowed. 

•  All  interest  deductions  are  disallowed  for  all  corporations  (because  interest  income  is 
exempt  from  tax). 

•  The  dividends-received  deduction  is  disallowed  (because  dividends  received  are 
exempt  from  tax). 

•  The  taxes  pziid  deduction  is  disallowed. 

•  New  investment  in  plant,  equipment,  and  structures  is  expensed  instead  of  capitalized 
and  depreciated  as  under  current  law.  This  is  consistent  with  the  "cash-flow"  nature 
of  the  flat  tax. 

•  The  cost-of-goods-sold  deduction  under  current  law  would  be  replaced  by  a  deduction 
for  current  year  purchases  and  related  costs,  regardless  of  when  the  items  are 
ultimately  sold.   This  is  consistent  with  the  "cash-flow"  nature  of  the  flat  ta.x.    Under 
current  law,  the  cost  of  goods  that  are  actually  sold  are  deducted,  regardless  of  when 
they  are  assumed  to  be  purchased. 

•  Bad  debt  write-offs  are  disallowed. 

•  Firms  with  negative  net  income  pay  no  tax  in  the  current  year  and  are  allowed  to 
carry  forward  the  net  operating  losses  indefinitely  to  offset  future  income.   These  loss 
carry- forwards  are  indexed  for  inflation. 


393 

10 

•  All  additional  modifications  to  tax  liability,  such  as  tax  credits  (e.g.,  foreign  tax 
credit),  the  alternative  minimum  tax,  or  recapture  taxes,  are  assumed  to  be  repealed. 

•  Because  there  are  no  border  tax  adjustments,  exports  are  subject  to  tax  and  imports 
are  free  of  tax. 

For  the  flat-rate  tax  on  earnings  and  non-corporate  entities: 

•  Earnings  are  defined  as  the  sum  of  wage  and  salaries,  pension  distributions,  IRA 
distributions  and  30  percent  of  active  business  income  (including  sole  proprietors' 
income,  farm  proprietors'  income  and  active  partnership  income). 

•  The  remaining  70  percent  of  active  business  income  and  all  passive  business  income 
is  taxed  at  the  entity  level.   Taxable  business  income  can  be  reduced  by  the  carryover 
of  prior  business  losses.   However,  passive  losses  can  only  offset  passive  income. 

•  Business  taxable  income  (from  sole  proprietors,  farm  proprietors,  and  partnerships)  is 
adjusted  to  reflect  the  "cash  flow"  of  businesses  similar  to  the  adjustments  made  for 
corporations. 

•  30  percent  of  the  net  income  of  pass-through  entities  (such  as  partnerships)  that  do  not 
allow  the  payment  of  wages  to  its  owners  under  current  law  are  treated  as  wage 
income,  subject  to  the  tax  on  earned  income,  and  may  be  offset  by  the  standard 
deduction. 

•  All  itemized  deductions  are  repealed. 

•  The  phase-out  of  the  personal  exemption  (PEP)  and  the  limitation  on  itemized 
deductions  (Pease)  for  high  income  taxpayers  are  both  assumed  to  be  repealed. 

•  All  tax  credits,  except  the  Earned  Income  Tax  Credit  (EITC),  are  assumed  to  be 
repealed. 

•  The  individual  Alternative  Minimum  Tax  is  assumed  to  be  repealed. 

•  Although  governments  and  non-profits  are  not  taxed,  the  wages  and  non-pension 
fringe  benefits  of  government  employees  are  taxed. 


Office  of  Tax  Analysis 
March  10,  1995 
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Table  2 


Replace  Current  Individual  and  Corporate  Income  Taxes 
with  a  22.9%  (Modified)  Flat  Rate  Tax  (1) 

(1906  Ineom*  UmIs) 


Mar-Tax  (3) 

Changa  in  Aftar-Tax  Incana  Undar  Proposal  (4) 

Parcantaga    1 
Changa      | 

Rapaal 

22.0%  Tax  en 

22.9KTaxon 

22.9%  Tax  on 

rMnily  economic 

Inoofno  Undor 

InoomaTax 

WagaaOvar 

Fringaaand 

Buainaaa 

Total 

1   Parcantaga 

In  Total 

Inconw  Claw  (2) 

Currant  Law 

(axcapl  EITC) 

Mand.  Dad.  (5 

Payral  Tax  (6) 

CaahFlow 

Changa 

Changa 

FadaralTaxas 

(000) 

(»B) 

(tS)                  (SB) 

(»B)                  (SB) 

(»B) 

(%) 

«*) 

0-10 

65.2 

0.6 

-0.3 

-1.1 

-0.4 

-1.0 

-15 

171 

10-20 

221.9 

6.1 

•2.4 

-3.6 

-3.7 

-17 

-0.8 

8.0 

20-30 

325.6 

20.6 

•10.4 

-7.0 

-7.6 

-44 

-1.3 

6.7 

30-50 

736.5 

66.6 

-41.5 

-181 

-21.9 

-13.0 

-1.6 

6.3 

50-75 

902.6 

104.9 

-745 

-21.9 

•26.0 

-195 

-2.2 

67 

75-100 

735.0 

97.6 

-79.1 

-174 

-23.1 

-219 

-30 

112 

100-200 

1.077.0 

161.0 

-137.0 

-20.0 

-44.9 

-208 

-19 

69 

200&ovar 

1.019.0 

275.7 

■•7.7 

-54 

-904 

622 

81 

-260 

Total  (7) 


Departmant  of  tha  Trsasury  March  7.  1995 

Offica  of  Tax  Artalyais 

(1)  This  tabia  distributat  Iha  aalimalad  changa  in  aflar-tax  IrKoma  dua  to  Iha  propoaaJ  w4th  ■  ravanua-naijtral  rate  of  22.0  p«rc«fit  (approumatety). 

(2)  Family  Econoinc  Incoma  (FEI)  la  a  broad-baaad  incoma  concapl.  FEI  ia  conalructad  by  adding  lo  AGI  unrepoclad  and  urMcrreportad  jneomc;  IRA 
artd  Kaogh  daductnrw;  nonlauMa  Irarwfar  paymarUt,  such  a«  Social  SacurHy  and  AFOC:  amployar-providcd  frmge  bencfrit^  mtide  bu<ld-up  on 
penwons,  IRAt.  Kcogha,  and  Hit  inaurarKa;  tax-exempt  irtercit;  ar^  Imputed  rent  on  owwf'occupied  houamg    Capital  gains  are  computed  on 
an  accrual  baait.  adjusted  (or  inflation  to  Itm  extent  reliabla  data  aRow.  Inflatiorury  loates  ot  lenders  are  aublracled  and  of  borrowers  are  added 
There  is  also  an  adjustment  lor  accelerated  depreciation  of  noncorporate  busii^esses.  FEI  is  sitown  on  a  family,  rather  then  on  a  tax  letum  basis    The 
econonuc  incomes  of  all  members  of  a  family  unit  ire  added  lo  aniva  at  the  family's  acoiKxnc  income  used  in  the  distnbuiKins 

(3)  The  taxes  Included  are  individual  and  corporate  xwome,  payrofl  (Social  Sacufty  and  urwn^toymcnl).  and  excises.  Estate  and  gift  taxes  «nd  customs 
duties  are  excluded.  The  Irvlividual  income  tax  is  assumed  to  be  boma  by  payers,  tlw  corporate  income  tax  by  capital  income  generally,  payroll  taxes 
(employer  and  employee  sfurea)  by  labor  (wage*  and  *alf-«mploymart  Incame).  eicisas  on  purchases  by  individuals  by  me  purchaser,  and  excises 
on  purcfuses  by  business  In  proportion  to  total  consumption  e>per<d(ures.  Taxes  due  to  provisions  ttiat  expire  prior  to  the  end  ol  the  Sudgel  period 
(i.e..  before  2000)  are  excluded. 

(4)  The  cf\anga  in  Federal  taxes  is  estimated  at  1006  irKoma  levela  but  asauming  fully  phased  in  law  ar^  static  twfwior.  The  incidence  assumptions  for 
the  repealed  income  taxes  is  Iha  same  as  for  tha  cuner«  law  taxea  (sea  footnote  3)    The  flat  tax  on  wage*  (plus  pension  benefits  received)  is  assumed 
to  be  borne  by  wage*  plus  pension  benefits  recaivad  in  excess  of  the  standard  deduction  '  T>ie  flat  tax  on  employer -provided  fringe  benefits  (except 
pension  contnbiXions)  and  payroll  taxes  is  esaumed  to  be  boma  try  employees  ei  proportion  to  benefits  or  taxes.  Ttie  flat  ux  on  business  cash  flow  is 
assumed  to  be  bome  by  capital  income  generally. 

(5)  The  sUndard  deduction  (in  1005$)  i*  $24,700  OoinI)  or  S12,3SO(singla)pluaSS.0O0  lor  each  dependent    Non-pension  fnnge  benefits  of  government 
and  nonproTil  employaes  are  ncludad  in  wage*. 

(6)  The  proposal  would  disallow  a  deduction  for  empioyar-providad  (linga  benafila  (except  pension  contributionsi  making  these  benefKs  (pnmanly 
employer-provided  health  insurance)  subfed  lo  the  22.0  percent  flat  tax.  Tha  amployef  portion  of  payroll  taxes  would  likewise  be  rvxideductible 


(7)     Familie*  with  negative  incomes  are  ineiudod  n  tha  total  Ine  but  not  ahown  separately 
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Table  3 


Replace  Current  Individual  and  Corporate  Income  Taxes 
with  a  Revenue-Neutral  17%  (Modified)  Flat  Rate  Tax  (1) 

(1086  Incanw  L««l«) 


Aftv-Tax  (3) 

Changa  in  Aflar-Taz  Incoma  Undar  Propoaal  (4) 

Parcantaga 

Rapaal 

ITHTaxcn 

17%  Tax  on 

17%  Tax  on 

Changa 

Family  Eoonotnic 

IncomaUndw 

Incoma  Tax 

WagaaOvar 

Fringaaand 

Buainaaa 

Total 

Pafcanlaga 

InToUl 

Incom*  ClM*(2) 

Currant  Law 

(axcapt  EITC) 

Stand.  OmI.  (SiPayrol  Tax  (6) 

CaahFlow 

Changa 

Changa 

Fadaral  TaxasI 

(000) 

(SB) 

(JB) 

(JB) 

($B) 

(»B) 

(»B) 

(%) 

(%)     ! 

0-10 

65.2 

0.8 

-1.5 

-08 

•0.3 

-18 

-28 

320 

10-20 

221  .S 

8.1 

-10.9 

-2.8 

-28 

-84 

-3.8 

39  1 

20-30 

32S.6 

20.6 

-244 

-5.3 

-5.8 

-149 

-46 

29.7 

30-50 

738.5 

686 

-71.9 

-13.7 

-166 

-335 

-45 

214 

50-75 

90Z8 

104.9 

-103.7 

-16.6 

-212 

-36.6 

-4  1 

16.3 

75-100 

735.0 

978 

-8Z2 

-13.2 

-17.4 

-25.1 

-3  4 

128 

100-200 

1.077.0 

181.0 

-135.5 

-15.1 

-33.9 

-3.5 

-03 

1.2 

200&ovar 

1,019.0 

2757 

-797 

-4.1 

-68.3 

1237 

121 

-39  1 

Total  (7) 


Oapanmant  of  tha  Traasury 
OfAca  of  Tax  Analyaia 


March  7.  1995 


(1)   This  labia  diatribulaa  tha  atlvnalad  changa  in  aflar-tax  jncorvM  dua  to  tha  propoaal 

(3)    Family  Economic  IrKoma  (FEI)  Is  a  broad-tesad  Incoma  concapl.  FEI  is  constructad  by  adding  to  AG)  unraportad  and  undarraportad  income;  IRA 
and  Kaogh  daductiora;  nontaxaMa  translar  paymants,  such  as  Social  Sacurty  and  AFOC:  anyloyar-pravidad  Mnga  banahis.  Inslda  build-up  on 
parmons.  IRAs.  Kaoghs,  and  Ufa  InsurarKa;  lai-aiampi  ir<a<«sl;  and  impulsd  rant  on  ownar-occupwd  housvtg    Capdji  gams  are  computed  on 
an  accrual  basis,  adiustsd  lor  inflation  to  tha  ailar<  raliaUa  data  alow.  Inllalionary  loasas  of  landers  are  suttrsdad  and  of  borrowers  are  added 
There  is  also  an  adjuslmam  for  accelerated  depredation  of  noncorporate  buainaeses    FEI  la  shown  on  a  family,  rather  tiMn  on  a  tax  return  basis    The 
economic  irKomes  of  al  members  of  a  lamHy  unit  are  added  to  arms  at  the  lamil/s  acorwmic  income  used  n  the  dmtnbOiions 


(3)   The  taxaa  included  are  ndividual  ai^  corporate  IrKome.  payroi  (Social  Saccrity  »ni  unamploymanl),  and  axcisea.  Estate  and  gilt  taxes  ar^  customs 
duties  are  excKided.  The  irtdividual  incoma  tax  is  assumed  to  be  borne  by  payors,  the  corporate  income  tax  by  capital  irKomc  generally,  payroll  taxes 
(employar  and  employee  shares)  by  labor  (wages  and  aalf-employmeni  irKome).  sicwes  on  purchases  by  vidividuals  by  tne  purchaser,  snd  excises 
on  purchaaas  by  busmess  in  proportion  to  total  canaumplion  expendilurea   Taxes  due  to  provisions  thai  expire  prior  to  the  end  of  the  Budget  period 
(I.e.,  balera  2000)  ■ 


(4)  The  change  in  Fadaral  taxes  ie  estimated  al  1906  income  levels  but  assumng  luiy  phssad  in  taw  ar^  static  behavior.  The  incidence  assumptions  for 
tha  repealed  IrKome  taxes  is  the  same  sa  lor  the  cunera  law  taxaa  (see  lootnole  3).  The  Rat  tax  an  wages  (plus  pension  benefits  received)  is  sssumed 
to  be  borne  by  wages  plus  pension  berwfAs  rscawed  In  exceea  of  the  standard  deductian.  The  Itat  lax  on  err^loyer-providcd  fringe  benefits  (except 
penawn  contrilMJiions)  snd  payroll  taxes  is  assumed  to  be  borne  by  employaes  in  profmrtion  lo  benefss  or  taxes    The  net  lai  on  business  cash  flow  is 
assunwd  to  be  bome  by  capaal  income  generally 

(5)  The  standard  deduction  (n  1905$)  is  t7.gOO  (|Oinl)  or  t3.9S0  (single)  pkis  SI  .600  lor  each  dependem    Non-pension  fringe  benefits  of  government 
and  nonprofil  employees  are  VKluded  m  wages 

(6)  Tha  proposal  would  disallow  a  deduction  lor  amployar-providad  Imga  banafUs  (except  pension  contributions)  maKing  thnt  benefits  (pnnumy 
employar-providad  health  insurance)  subiect  to  the  17  percant  Dal  lax  Tha  employar  portion  of  payroll  taxes  would  Mievnte  be  norvleductible 


(7)     Famikos  with  negative  incomaa  are  included  in  the  total  lirta  but  not  shown  separately 
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Table  4 


Replace  Current  Individual  and  Corporate  Income  Taxes  (Including  the  EITC) 
with  a  22.1%  (Modified)  Flat  Rate  Tax  (1) 

(1996  Inccnw  UvM) 


Aftv-Tn  (3) 

Ctwng*  in  A/lw-Tax  InoMn*  Undw  PropoMl  (4) 

J   P*rc*nuga   ' 

22.1%  Tax  on 

22.1HTaxon 

221%  Tax  on 

1       Chang*      | 

Fifniy  Eoonomic 

InoermUndw 

RapMl 

WaoMOvw 

FringMand 

Buiinaaa 

Total 

Parcanlaga 

!       In  Total 

CufTwKLaw 

InoeniaTaic 

Stand.  D«d.  (5:  Payrol  Tax  (6) 

CaaOFlow 

Chang* 

Chang* 

|F*d*ralTax*s 

(CX») 

(»B) 

(»B) 

(SB) 

(»B)         '         (SB) 

(JB> 

(*) 

(%)          1 

0-10 

65.2 

-1.5 

-0.3 

-1.0 

-0.4 

-3.2 

-5.0 

see 

10-20 

221.9 

-3.5 

-2.3 

-3.6 

-3.5 

-13.0 

-59 

605 

20-30 

325.6 

11.1 

-10.0 

-6.8 

-7.3 

-129 

-4.0 

25.8 

30-50 

738.5 

64.1 

■39.9 

-17.4 

-21.1 

-14.3 

-1.9 

9.1 

50-75 

9028 

104.0 

-71.6 

-21.1 

-27.0 

-15.6 

-1.7 

7.0 

75-100 

735.0 

97.6 

-761 

-16.8 

-22.2 

-17.4 

-24 

8.9 

100-200 

1.077.0 

180.9 

-131.7 

•19.2 

-431 

-13.2 

•12 

44 

200tovar 

1.019.0 

2757 

-93.9 

•52 

-669 

89.6 

68 

-283 

Total  (7) 


0*par«TMnlorih*TrMMjry  March  7. 1995 

OfAc*  of  Tax  Analysis 

(1)   TNa  law*  diathbut**  Ih*  Mlimatad  Chang*  in  aft<r-(ai  Ineomt  du*  10  Ih*  prapoaal  with  ■  r*v«nu»-n*ulral  ral*  of  22  1  p«fc«n((approiimat«ly) 

(3)   FamHy  Economic  Incoma  (FEI)  la  a  broid-tiaad  inconi*  concapL  FEI  la  conatmcMd  by  adding  to  AGI  lavapcrtad  and  undantpodad  incoma:  IRA 
and  Kaogh  daductlona;  noiteiabia  tranafar  paymanl*.  tuch  at  Social  Sacurily  and  AFOC;  amployar-grexidad  (nng*  benefti:  naida  buM-up  on 
p*naiona,  IRAs,  Kaogh*.  and  Ma  Inauranca;  Ui-a>*mpt  interest;  artd  imputed  rent  on  owner-occupied  housing    Cap4al  gaint  are  computed  on 
an  accrual  basis,  adjusted  lor  inflation  to  the  erieni  reliable  data  alow   Inflationary  losses  of  lenders  are  subtracted  and  of  borrowers  are  added 
There  Is  siso  an  adjustment  for  acceleraled  depreciation  of  noncorporate  businesses.  FEI  is  shown  on  a  family,  rather  than  on  a  tsji  return  basis.  The 
economic  Incomes  of  al  members  of  a  family  unt  are  added  to  arrive  at  the  lanw/s  ecorwmic  ncome  uaad  m  ttte  distnbulions 


(3)    Ths  taxea  inclu  'ad  are  Individual  and  corporate  income,  payrol  (Social  Secunty  and  unemploymerd),  and  eicises    Estate  and  gift  taies  snd  cuatomi- 
diAss  are  e»cKided.  The  individual  income  tax  is  assumed  to  be  bome  by  payors,  the  corporate  income  tax  by  capital  irwome  generally,  payroll  taxes 
(employer  snd  smploye*  shares)  by  labor  (wages  and  sdf-emptoyment  income),  eicises  on  purchases  by  individuals  by  the  purcliaser,  and  eicises 
on  purchasaa  by  buainess  in  proportion  to  total  consumption  expenditures.  Taxes  due  to  proviaiona  that  axp«e  prior  to  the  end  of  the  Budget  period 
(l.*„ba<or*  2000)1 


(4)  The  changa  In  Federal  taxes  is  estimsled  st  1896  income  levels  but  sssuming  fuly  phased  In  law  and  static  batiavior   The  incidenee  assumptions  (or 
the  repealed  Income  taxes  is  the  same  as  for  the  currers  law  taxes  (see  footnote  3).  The  flet  lax  on  wages  (plus  pension  benefitt  received)  is  stsumed 
to  b*  bome  by  wages  plus  pension  benefss  rsce<v«d  In  excess  of  Ihe  standard  deduction   The  flat  lax  on  employer-provided  fringe  benefits  (except 
pension  conlrlbuliona)  and  payrol  taxes  •  assumed  Is  b*  bome  by  smploiiees  m  prepoilian  Is  benefSs  or  taxes.  The  llal  tax  on  busness  cash  (low  is 
aaeumed  to  be  bome  by  capital  mcoma  generaly 

(5)  The  standard  deduction  (in  1995S)  la  t24.7(»  OoiM)  er  S12.3SO  (angla)  pkia  SS.OOO  (or  each  dapendetd   ftan-pension  fringe  benefits  of  gevemmeni 

and  nonprurU  employaaa  are  included  In  wages. 

(6)  The  prepoeil  would  dlaa«ow  a  deduction  lor  employer-provided  fringe  benefta  (except  poieion  contrtbuMona)  mailing  Ihes*  benefls  (pnmarily 
employer-provided  heaWi  inauranca)  subiect  to  ttw  22.1  perc*r«  (let  tax.  The  employer  portion  of  payrol  laia*  would  bkcwise  be  nondeductible. 


(7)    Families  wUh  negative  incomes  are  included  in  Ihe  total  line  but  not  shown  separately 
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Figura  1:  Exwnpks  of  DiHttrant  Typ«s  of  Consumption  T«x«s 
(tax-inclu»iv«  baso,  single  5%  rata) 


Casol:  RoUii  saios  Ux  (RST) 


Stage  of  production 


Manufacturer 

Wholesaler 

Retailer 

Total 

1.      Sales  excluding  RST) 

300 

700 

1050 

2.      RST  on  sales  (4.762%  of  line  1) 

0 

0 

50 

50 

3.     Purchases 

0 

300 

700 

4.     Wages 

100 

100 

100 

300 

S.     Ader-tax  profit 

200 

300 

200 

700 

6.     Ader-tax  proft  *  aiter-tax  wages  *  total  tax 

■iiiiniiii 

^^^^ 

fOSO 

Case  2:  Subtraction  method  VAT 

■lllllPl 

llllllllllll 

■■■■ 

(or  business  transfer  tax) 

Stage  of  production 

Manufacturer 

Wholesaler 

Retailer 

Total 

1 .     Sales  Oncluding  VAT) 

315 

735 

1050 

2.     Purchases  (including  VAT) 

0 

315 

735 

3.     Wages 

100 

100 

100 

300 

4.     VAT-inclusive  base  (line  1  -line  2) 

315 

420 

315 

5.     VAT  owed  (4.762%  of  line  4) 

IS 

20 

15 

50 

6.     After-tax  profit 

200 

300 

200 

700 

7.     After-tax  profit  *  after-tax  wages  *  total  tax 

1050 

Case  3:  Flat  rate  consumption  tax  without 

personal  exemptions 

Stage  of  production 

Manufacturer 

Wholesaler 

Retailer 

Total 

Taxation  of  businesses: 

1 .     Sales  (including  tax) 

315 

735 

1050 

2.     Purchases  Oncluding  tax) 

0 

315 

735 

3.     Wages 

105 

105 

105 

315 

4.     Tax-inclusive  base  (line  1  -line  2-line  3) 

210 

,       315 

210 

5.     Tax  owed  (4.762%  of  line  4) 

10 

15 

10 

35 

6.     After-tax  profit 

200 

300 

200 

700 

Taxation  of  individuals: 

7.     Tax  base  (wages) 

10S 

105 

105 

315 

8.     Tax  owed  (4.762%  of  line  7) 

5 

5 

5 

15 

9.     After-tax  wages 

100 

100 

100 

300 

10.   Total  tax 


50 


1 1.   After-tax  profit  *  after-tax  wages  *  total  tax 


Note:  A  VAT  of  4.762%  on  a  tax-inclusive  base  is  equivalent  to  a  VAT  of  5%  on  a  tax-exclusive  base. 
These  examples  assume  that  businesses  pass  forward  the  full  amount  of  the  tax  to  their  customers. 


f050 


398 

Senator  EXON.  This  is  a  public  hearing  and  a  lot  of  people  watch 
these  kinds  of  things.  I  wish  that  we  had  that.  In  other  words,  this 
chart  here  is  pretty  devastating  towards  the  proposal  of  flat  taxes, 
but  what  you  are  sajdng  is  that  maybe  Mr.  Armey's  proposition  or 
others  is  not  quite  as  bad  as  that.  Is  that  what  you  are  saying? 

Mr.  TODER.  Not  quite.  But  it  has  a  similar  kind  of  tilt,  but  not 
as  large. 

Senator  ExoN.  What  do  you  have  to  say,  Mr.  Armey? 

Mr.  Armey,  Let  me  say  first  of  all,  this  is  a  14.3  percent  flat  rate 
consumption  tax  without  exemptions.  Mine  is  a  17  percent  flat  in- 
come tax  with  exemptions.  So  obviously,  any  relationship  between 
this  and  my  bill  is  purely  coincidental. 

The  tax  foundation  has  done  a  study  on  the  distributional  effect 
on  mine  and  I  would  be  happy  to  share  that  information  with  you. 
But  I  could  say  a  couple  of  quick  data  points. 

One,  we  take  10  million  low  income  families  off  the  tax  rolls.  If 
you  are  a  family  of  four,  you  have  $36,800  that  is  exempt  from  any 
taxation  whatsoever.  So  your  tax  would  be  zero.  If  you  have 
$50,000  for  that  same  size  family,  you  pay  4  percent  of  your  income 
in  taxes.  If  you  have  $200,000,  you  pay  14  percent  of  your  total  in- 
come in  taxes.  So  it  is  progressive  on  both  am  absolute  and  a  per- 
centage basis  because  of  the  family  allowance.  But  we  would  be 
happy  to  get  you  that.  I  certainly  would  not  want  all  that  red  ink 
there  to  be  taken  as  being  construed  as  anything  related  to  my  tax 
plan. 

Senator  ExON.  Above  all  else  we  want  to  be  fair. 

Senator  NuNN.  I  would  hope  that  Mr.  Toder  would  also  say  that 
does  not  have  anything  to  do  with  the  Nunn-Domenici  tax  plan. 

Mr.  Toder.  It  certainly  does  not. 

Senator  ExoN.  I  did  not  even  dare  bring  that  up,  Senator  Nunn. 
All  too  often  we  get  into  these  kinds  of  affairs  and  we  find  our- 
selves talking  around  the  horn  without  getting  at  some  of  the  de- 
tails. Since  I  think,  Mr.  Armey,  that  your  proposal  is  a  serious  one, 
I  wish  that  we  knew  a  little  bit  more  about  the  effect  of  that;  if 
we  had  a  chart.  So  if  you  or  the  other  witnesses  that  have  some 
concerns  about  this  could  at  least  supply  that  for  the  record,  it 
would  be  helpful,  although  it  is  always  a  whole  lot  better  if  we 
have  these  things  for  the  open  record  as  we  discuss  and  try  and 
get  some  support  for  or  against  these  different  proposals. 

So  if  either  one  of  you  could  come  up  with  something  in  chart 
form  like  that  it  would  at  least  be  helpful  to  this  Senator. 

Mr.  Toder.  Treasury  would  be  very  happy  to  do  that. 

Senator  ExON.  Thank  you.  Thank  you,  Mr.  Chairman. 

Chairman  DOMENICI.  Mr.  Armey,  you  have  been  very  helpful  and 
your  suggestion  to  the  American  people  of  a  flat  tax  has  certainly 
brought  forth  some  very  constructive  discussions.  Obviously  you 
will  get  some  criticism.  But  I  want  to  commend  you  for  the  idea 
and  the  vision  of  having  such  an  idea.  Sooner  or  later,  something 
very  different  is  going  to  become  the  tax  policy  of  the  country. 
Yours  will  be  there  on  the  table.  Obviously,  it  will  be  debated. 

Thank  you  very  much  for  coming. 

Mr.  Armey.  Thank  you  for  having  me.  Senator.  Let  me  just  say 
that  hopefully  if  I  can  continue  to  do  good  work  on  mine  maybe 
some  day  you  and  Senator  Nunn  might  be  able  to  look  at  it  and 
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say,  shucks,  that  is  almost  as  good  as  our  proposal.  I  will  be  most 
flattered  if  that  day  comes. 

Chairman  DOMENICI.  You  have  got  a  little  ways  to  go,  but 

Mr.  Armey.  Thank  you  again.  [Laughter.] 

Chairman  DOMENICI.  Does  anybody  have  any  further  questions, 
or  comments  from  the  witnesses? 

Senator  ExoN.  Let  me  say  this,  Mr.  Chairman.  I  wanted  to  thank 
you  for  holding  this  hearing.  I  think  it  is  extremely  appropriate.  I 
know  that  there  have  been  some  concerns.  We  always  have  con- 
cerns about  what  the  Budget  Committee  does  by  either  the  Chair- 
man of  the  authorizing  committees  and  especially  the  Appropria- 
tions Committee  on  which  you  serve.  I  seem  to  feel  that  there  is 
a  continued  effort  in  the  Congress,  ever  since  the  Budget  Commit- 
tee was  created  which  was  before  I  came  here,  that  everybody  looks 
to  the  Budget  Committee  as  one  of  those  unnecessary  things.  They 
certainly  should  not  get  into  an5^hing  beyond  what  they  have  done 
before. 

When  you  are  talking  about  a  budget,  whether  it  is  a  family 
budget,  a  company  budget,  a  corporate  budget,  or  a  Federal  budget 
you  have  to  look  at  the  two  sides.  One  of  them  is  income  and  the 
other  one  is  outgo.  All  too  often  many  of  our  colleagues,  colleagues 
that  do  not  serve  on  this  committee  have  said,  there  are  only  so 
many  things  you  can  look  at.  I  compliment  you  for  holding  this 
hearing  because  I  think  we  have  to  look  at  both  sides  of  the  equa- 
tion. 

Chairman  DOMENICI.  Thank  you  very  much. 

Senator  NUNN.  Mr.  Chairman,  the  only  other  thing  I  would  like 
to  add.  Mr.  Gutman  raised  a  point  that  is  indeed  one  of  our  chal- 
lenges. I  believe  Mr.  Toder  raised  it  too.  That  is,  what  do  you  do 
with  old  savings  that  are  there  before  the  code.  We  right  now  are 
dealing  with  a  concept  where  you  would  take  the  first  $50,000  of 
old  savings  from  everyone  and  they  would  be  able  to  basically  am- 
ortize that  over  a  brief  period  of  time.  So  you  basically  get  that  out 
of  the  picture.  That  would  be  over  a  three  to  5-year  period. 

That  is  a  huge  part  of  the  savings  of  the  country.  Most  people 
do  not  have  more  than  $50,000.  I  do  not  know  whether  it  is  90  per- 
cent of  95  percent.  The  people  who  have  substantially  more  than 
that,  and  many  that  have  a  lot  more  than  that  would  basically  use 
their  old  basis.  So  that  if  they  had  bought  a  $100  stock  and  it  was 
not  worth  $500,  they  would  be  able  to  basically,  over  a  period  of 
time,  recapture  that  $100.  But  the  new  money  they  had  earned 
which  had  not  been  teixed,  the  $400  would  be  captured  as  they 
spent  it  over  a  period  of  time. 

So  we  would  deal  with  that.  It  is  certainly  a  challenge.  We  think 
we  can  deal  with  it.  We  think  we  have  got  a  good  concept,  but  we 
would  certainly  invite  examination  by  Mr.  Toder,  Mr.  Gutman,  and 
others  who  are  interested  in  it. 

Senator  ExON.  Senator  Nunn,  I  had  one  question  that  I  might 
ask  you  for  a  matter  of  clarification.  I  am  not  trying  to  be  picky 
on  these  things,  I  am  merely  trying  to  make  sure  that  we  touch 
every  base  with  regard  to  fairness.  I  think  that  Senator  Gorton 
brought  this  up,  but  let  me  press  it  a  little  bit  further. 

In  your  testimony,  if  I  heard  you  correctly,  you  said  that  the 
Nunn-Domenici  proposal,  and  you  used  the  example,  I  believe,  of 
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someone  who  had  $40,000  income  from  capital  gains,  as  I  under- 
stood you  to  say  would  be  treated  the  same  way  as  someone  who 
was  working  at  a  factory  that  made  $40,000.  I  was  wondering,  does 
your  proposal  essentially  treat  a  capital  gains  income  in  the  same 
fashion  that  would  be  treated  a  $40,000  salary  from  an  individual 
working  at  a  factory? 

Senator  NUNN.  That  is  correct,  because  the  question  is  not  where 
the  income  came  from,  whether  it  was  capital  in  nature  or  labor 
in  nature,  it  was  what  they  did  with  the  money.  If  a  person  took 
the  $40,000  in  capital  gain  and  reinvested  it  or  saved  it,  there 
would  be  no  tax  owed.  If  a  person  took,  obviously  a  $40,000  salary 
you  could  not  save  all  of  it,  but  if  they  took  $5,000  or  $10,000  of 
it  and  saved  it  they  would  not  be  taxed  on  the  savings — the  tax  on 
that  amount  would  be  deferred  until  it  was  put  in  the  consumption 
stream.  So  it  would  be  the  same  kind  of  income. 

In  fact,  if  we  have  a  capital  gains  proposal  before  us  this  year 
on  the  floor  of  the  Senate — that  would  depend  on  what  the  House 
does — I  would  hope  even  if  we  do  not  deal  with  this  tax  code  in  a 
comprehensive  reform,  we  would  introduce  the  notion  and  I  would 
propose  an  amendment  in  that  fashion  to  require  that  the  capital 
gains  tax  differential  be  treated  in  terms  of  consistent  with  this 
proposal  that  it  is  not  a  question  of  how  much  or  where  the  money 
came  from  but  a  question  of  what  you  did  with  it. 

In  other  words,  a  rollover  provision.  So  if  you  rollover  your  cap- 
ital gain  and  kept  it  in  the  investment  or  saving  stream,  you  would 
pay  no  tax  on  it.  But  if  you  basically  consumed  it,  if  you  went  out 
and  bought  a  boat  or  whatever  you  spent  it  on,  then  you  would  pay 
your  ordinary  rate.  To  me,  that  is  a  lot  sounder  proposal  than  deal- 
ing with  capital  gains  just  based  on  where  it  came  from,  and  I 
think  a  lot  fairer. 

Senator  EXON.  I  guess  I  would  just  like  to  say,  knowing  you  as 
I  do  it  seems  to  me  that  there  must  be  some  offsetting  proposition. 
Certainly,  Senator  Nunn,  you  are  not  saying  that  you  and  Senator 
Domenici  are  proposing  that,  without  any  offsets  or  without  any 
other  way  to  handle  it,  the  man  working  at  the  factory  that  draws 
a  salary  of  $40,000  and  uses  all  or  most  of  that  for  shelter,  lodging, 
hospital  expenses,  and  so  forth  and  so  on,  would  be  treated  dif- 
ferently than  an  individual  who  raises  $40,000  as  a  windfall  on 
capital  gains  and  who  can  invest  the  full  $40,000,  defer  his  income 
indefinitely.  It  seems  to  me  like  a  proposition  that  is  grossly  unfair 
to  the  average  salaried  worker  in  America,  £md  I  know  you  too  well 
to  believe  that  you  would  be  for  something  like  that.  There  must 
be  some  offset  to  make  up  for  that  somewhere  in  the  proposal  that 
is  being  offered  by  Senator  Domenici.  Am  I  wrong? 

Senator  NuNN.  I  think  it  is  fair.  First  of  all,  you  have  got  to  take, 
the  $40,000  individual  will  have  a  standard  living  allowance.  We 
figure  around  $20,000,  $25,000.  That  is  going  to  come  right  off  the 
top.  The  second  thing,  that  individual  will  probably  have  the  FICA 
rebate,  the  7.5  percent  they  now  pay  as  part  of  the  Social  Security 
and  other  tax  which  is  a  rebate.  So  the  $40,000  individual,  by  the 
time  they  figure  both  of  those  is  not  going  to  pay  much  to  begin 
with. 

What  I  was  using  was  an  illustration  so  that  if  a  $40,000  salary 
or  $50,000  salary  person  saved  $10,000,  that  savings  would  be 
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treated  exactly  the  same  as  if  you  made  a  capital  gain  of  $50,000 
and  saved  $10,000  of  that  or  reinvested  it.  If  you  saved  the  whole 
thing  then  you  would  not  pay  taxes  on  it.  If  you  saved  $10,000,  you 
would  be  treated  just  as  a  factory  worker  did  who  saved  $10,000. 

So  the  income,  the  question  of  source  is  not  the  question.  The 
question  is  what  you  do  with  it.  And  as  far  as  the  capital  asset  is 
concerned,  if  someone  takes  a  savings  or  a  stock  and  reinvests  it, 
it  would  be  in  the  benefit  of  everyone  because  we  have  got  to  have 
investment  and  we  have  got  to  have  plants  and  equipment  for  that 
$40,000  worker  or  $50,000  worker  to  be  able  to  have  a  job.  We 
have  got  to  have  that  person's  labor  in  order  for  the  capital  to 
work. 

So  labor  and  capital  go  together  in  my  view.  I  think  it  was  said 
many  years  ago  that  there  is  no  capital  without  labor.  That  is  how 
capital  starts.  So  the  labor  and  the  savings  from  that  labor  basi- 
cally form  the  capital  of  this  country.  That  is  where  it  all  came 
from  to  start  with. 

Senator  EXON.  Gentlemen,  I  really  appreciate  your  excellent  tes- 
timony this  morning.  I  think  it  has  been  very,  very  helpful.  There 
may  be  some  additional  questions  from  the  members  of  the  commit- 
tee that  we  would  like  to  ask  you  to  respond  to  as  quickly  as  pos- 
sible for  the  record.  Once  again,  thank  you  for  being  here.  Very  im- 
portant and  good  testimony.  With  that,  we  are  adjourned. 

[Whereupon,  at  11:36  a.m.,  the  committee  was  adjourned.] 
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WRITTEN  QUESTIONS  FROM  CHAIRMAN  DOMENICI  TO 
MR.  ARMEY  AND  THE  RESPONSES 


1.  How  would  your  plan  reduce  the  amount  of  time  Americans  spend  complying  with  the 
income  tax  code? 

The  compliance  burden  of  our  complex  tax  code  is  truly  mind  boggling.  Americans 
spend  5.4  billion  man  hours  complying  with  the  tax  code.  That  is  the  equivalent  of  nearly  three 
million  people  working  full  time,  year  round  to  comply  with  the  tax  code.  Just  the  compliance 
cost  of  today's  tax  code  adds  up  to  $232  billion,  according  to  James  L.  Payne. 

By  replacing  the  hundreds  of  income  tax  forms  with  just  two  simple  returns,  my  plan 
would  dramatically  simplify  the  tax  code.  A  flat  tax  would  scrap  hundreds  of  sections  and 
thousands  of  pages  of  the  Internal  Revenue  Code.  Under  my  proposal,  the  cost  of  complying 
with  the  tax  code  would  be  a  fraction  of  the  hundreds  of  billions  of  dollars  Americans  spend 
today. 


2.  To  what  do  you  attribute  this  slow  wage  growth? 

There  are  many  reasons  why  wage  growth  has  slowed  over  the  past  three  decades,  most  of 
which,  in  my  view,  are  caused  by  federal  fiscal  and  regulatory  policy. 

Wages  grow,  of  course,  when  the  productivity  of  the  labor  force  increases.  This  requires 
capital.  Capital  is  the  equipment,  the  tools,  the  computers  that  workers  use  on  the  job  to  expand 
their  output.  When  the  technology  which  workers  use  improves,  their  productivity  improves. 
This  higher  productivity  is  what  ultimately  leads  to  higher  wages  and  higher  living  standards. 

The  current  tax  code's  discriminatory  double  taxation  of  saving  and  investment  is 
reducing  the  pool  of  capital  available  to  workers  and  is  a  key  reason  why  wage  growth  has 
stagnated.  Particularly  as  the  tax  burden  on  Americans  has  grown,  the  double  taxation  of  saving 
and  investment  has  become  even  more  punitive.  Deficit  spending  has  also  reduced  the  pool  of 
savings  available  for  investment. 

High  marginal  tax  rates  also  play  an  important  and  related  role.  A  few  decades  ago,  only 
the  very  wealthy  confronted  high  marginal  tax  rates.  Today,  millions  of  middle  income  families 
do.  According  to  IRS  data,  in  1965,  fewer  than  three  percent  of  families  filing  joint  returns  faced 
a  marginal  tax  rate  of  28  percent  or  more.  By  1979,  the  number  had  grown  to  35  percent.  In 
1991,  36  percent  of  families  filing  joint  returns  faced  these  high  marginal  rates.  High  marginal 
tax  rates  discourage  work  and  risk-taking,  which  is  critical  for  economic  growth. 

The  growth  of  federal  regulations  has  also  played  a  very  important  role,  which  is  often 
overlooked.  The  geometric  growth  in  federal  red  tape  has  reduced  the  return  to  investment. 
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diverted  resources  from  their  most  efficient  use,  raised  the  cost  of  labor,  and  sapped 
entrepreneurial  energy.  Federal  regulations  have  had  a  particularly  adverse  effect  on  wage 
growth  for  two  reasons.  Higher  payroll  taxes  and  government  mandates  such  as  family  leave 
directly  raise  the  cost  of  labor  and  thus  lower  wages.  Other  regulations,  such  as  environmental 
mandates,  have  indirectly  lowered  wages  by  diverting  resources  away  from  investment  which 
would  raise  the  productivity  of  labor. 

There  are  other  factors  that  have  contributed  to  slow  wage  growth,  but  most  have  been 
related  to  federal  tax  and  regulatory  policy. 


3.  Would  your  flat  tax  plan  do  anything  to  increase  wage  and  productivity  growth? 

Yes.  My  bill  would  increase  wage  and  productivity  growth  by  reversing  the  chief  fiscal 
and  regulatory  obstacles  I  just  outlined.  My  bill  would  end  the  discriminatory  treatment  of 
savings  and  tax  all  income  in  the  economy  only  once.  This  neutral  treatment  of  savings  would 
create  a  powerful  new  incentive  to  save  and  invest. 

By  lowering  marginal  tax  rates,  the  bill  would  unleash  the  creative  energies  of  America's 
entrepreneurs  and  workers.  The  spending  and  budget  discipline  title  of  the  bill  will  finally  bring 
federal  spending  under  control  and  lead  to  a  balanced  budget.  This  will  end  government 
dissaving  and  grow  the  pool  of  capital  available  to  the  private  sector. 

Finally,  the  regulatory  title  of  the  bill  will  require  Congress  to  consider  the  economic 
effects  of  it  regulatory  policies  and  makes  these  costs  known  to  the  public.  Therefore,  a  balanced 
regulatory  policy  would  lead  to  fewer  regulations  which  have  the  effect  of  depressing  wages. 


4.  In  1986,  Congress  voted  to  simplify  the  tax  code  and  lower  marginal  tax  rates,  only  to 
have  the  rates  increased  later.  If  we  pass  a  flat  tax,  what  is  to  prevent  a  future  Congress 
from  simply  raising  the  rate  in  the  future  or  creating  additional  tax  brackets? 

Several  features  of  the  Freedom  and  Fairness  Restoration  Act  make  it  less  likely  we 
would  experience  a  repeat  of  recent  history.  First,  the  primary  reason  there  is  the  ubiquitous 
pressure  to  raise  taxes  is  the  constant  need  to  finance  runaway  federal  spending.  If  this  spending 
can  be  brought  under  control,  there  would  not  be  the  continuous  need  for  additional  revenue. 
Title  II  of  the  bill  would  reform  the  budget  process  and  put  the  discipline  in  the  budget  necessary 
to  reign  in  spending. 

Second,  once  a  flat  tax  is  passed,  it  would  become  much  more  difficult  for  Congress  to 
raise  taxes.  To  do  so.  Congress  would  have  to  raise  taxes  on  all  taxpayers,  or  complicate  the 
system  by  returning  to  a  multiple  rate  suncture  or  by  adding  certain  tax  breaks  —  all  of  which 
would  be  difficult  politically. 

Finally,  it  is  uue  that  nothing  this  Congress  can  do  can  bind  a  future  Congress  absolutely. 
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However,  we  should  still  strive  to  craft  the  best  public  policy  we  can  while  building  in  safeguards 
which  make  more  likely  beneficial  public  policy  in  the  future. 


5.  Could  you  explain  why  the  Treasury  study  is  in  error? 

I  estimate  that  the  first  year  revenue  loss  from  my  plan  is  about  $40  billion,  which  is 
offset  in  the  bill  by  the  entitlement  sequester  and  spending  cap  contained  in  Title  II  of  the  bill.  In 
October  of  last  year,  the  Treasury  Department  leaked  a  study  to  the  Washington  Post  about  ten 
days  before  the  election  which  claimed  that  my  plan  would  increase  the  deficit  by  $244  billion 
per  year.  Later,  officials  from  the  Treasury  Department  admitted  that  their  estimate  was  wrong. 

It  is  wrong  for  several  reasons.  First,  under  my  plan,  businesses  would  not  be  able  to 
deduct  payroll  taxes  or  state  and  local  taxes  (except  for  indirect  taxes).  The  Treasury  Department 
made  the  assumption  that  businesses  would  be  able  to  deduct  all  taxes,  incorrectly  removing 
$549  billion  from  the  tax  base.  This  mistake  inflates  the  revenue  loss  by  tens  of  billions  of 
dollars.  Second,  the  Treasury  Department  study  is  based  on  a  17  percent  rate,  even  though  the 
rate  for  the  first  two  years  in  my  bill  is  20  percent. 

Third,  Treasury  ignores  the  spending  cuts  in  the  bill,  thus  adding  tens  of  billions  of 
dollars  to  its  deficit  impact  assessment.  Fourth,  my  bill  taxes  fringe  benefits,  including  the  fringe 
benefits  of  employees  of  state  and  local  governments  and  non-profit  institutions.  The  Treasury 
study  assumes  these  fringe  benefits  are  not  taxed,  which  chisels  a  few  billion  dollars  more  from 
the  tax  base.  Finally,  it  appears  that  under  the  Treasury  study  financial  institutions  such  as  banks 
and  insurance  companies  will  pay  no  tax  at  all,  which  is  not  the  design  of  the  bill.  Again,  this 
difference  inflates  the  revenue  loss  of  the  bill. 

Because  of  these  many  differences  between  my  bill  and  the  Treasury  study,  the  Treasury 
estimate  does  not  accurately  reflect  the  true  revenue  impact  of  my  legislation. 

When  I  wrote  the  Freedom  and  Fairness  Restoration  Act,  I  write  it  to  be  deficit  neutral.  I 
believe  my  staff  estimates,  which  were  performed  with  the  help  of  professional  economists,  have 
held  up  to  scrutiny  well. 

I  recently  asked  the  Joint  Committee  on  Taxation  to  conduct  a  revenue  analysis  of  the 
bill.  If  JCT  finds  that  the  bill  is  not  deficit  neutral  as  it  is  currently  written,  I  will  simply  make  an 
adjustment  in  the  rate,  the  exemption  levels,  or  the  level  of  spending  cuts. 


6.  Why  did  you  decide  on  a  single,  flat  rate  instead  of  several  progressive  rates? 

I  decided  on  a  single,  flat  rate  because  1  believe  that  every  American  should  be  treated  the 
same.  This  is  the  definition  of  fairness  we  all  learned  as  schoolchildren,  and  I  believe  the 
American  people  support  the  flat  tax  because  it  embraces  this  fundamental  American  virtue  of 
fairness. 
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A  single  rate  is  also  more  economically  efficient  and  simple.  An  integrated  flat  tax 
whereby  all  income  in  the  economy  is  taxed  at  one  low  rate  allows  tremendous  simplicity, 
prevents  any  gaming  possibilities  from  having  a  different  rate  on  business  and  wage  income,  and 
does  not  punish  economic  achievement  by  confiscating  the  income  of  those  who  are  successful. 


7.  How  does  a  flat  tax  proposal  achieve  fairness  absent  a  progressive  rate  structure? 

Again,  it  achieves  fairness  because  everyone  is  treated  the  same.  It  retains  a  considerable 
measure  of  progressivity  as  well  because  of  the  large  family  allowances.  Under  my  plan,  a 
family  of  four  earning  $36,000  would  pay  no  federal  income  taxes.  If  that  same  family  earned 
$50,000,  it  would  pay  5  percent  of  their  income  in  taxes,  and  if  it  earned  $200,000  it  would  pay 
atx>ut  15  percent.  A  flat  rate  is  both  fair  and  progressive. 


8.  Is  the  flat  tax  the  ideal  system  or  would  you  favor  eventually  replacing  the  income  tax 
with  a  national  sales  tax? 

In  my  view,  the  flat  tax  is  the  ideal  system  and  I  would  not  favor  replacing  it  with  a 
national  sales  tax.  I  would  make  the  following  two  observations  about  the  nature  of  taxation. 
First,  all  taxes  are  paid  by  people  out  of  current  income.  Second,  the  ideal  tax  code  should 
collect  the  amount  of  revenue  necessary  to  finance  the  government's  activities  in  a  manner  which 
is  simple,  direct,  fair  and  which,  to  maximum  extent  possible,  does  not  distort  the  allocation  of 
resources  in  the  economy. 

Given  these  premises,  I  believe  a  flat  tax  has  many  advantages  over  a  sales  tax.  First,  a 
flat  tax  is  direct  whereas  the  sales  tax  hides  the  cost  of  government.  If  someone  had  asked  you 
how  much  you  paid  in  sales  tax  the  last  time  you  left  the  grocery  store,  would  you  have  had  any 
idea?  How  much  you  paid  over  the  past  month?  Last  year?  The  hidden  nature  of  the  sales  tax 
creates  the  false  impression  that  government  programs  are  free.  That  makes  tax  increases  and 
higher  spending  more  likely. 

Even  more  disconcerting,  nearly  every  sales  lax  in  Europe  has  evolved  into  a  value-added 
tax,  the  most  insidious  of  any  tax  scheme.  VATs  are  collected  at  each  stage  of  production  and 
are  built  into  the  price  of  goods  and  services,  making  them  nearly  invisible,  and  easy  for 
Congress  to  raise. 

In  addition,  in  my  judgment,  it  is  extremely  unlikely  that  a  sales  tax  would  completely 
replace  the  income  tax,  meaning  that  we  would  likely  end  up  with  both,  which  is  the  worst 
possible  outcome. 

I  would  add,  however,  that  the  flat  tax  and  sales  tax  share  many  common  principles.  Both 
would  end  the  double  taxation  of  saving  and  investment.  Most  proponents  of  a  flat  tax  and  sales 
tax  share  the  goal  of  limiting  the  growth  of  government,  making  the  cost  of  government  clear, 
and  reducing  the  burden  and  anxiety  the  tax  system  foists  on  the  American  people. 
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In  my  view,  the  flat  tax  is  the  ideal  tax  system  because  it  is  better  at  meeting  these  goals 
than  any  of  the  other  alternatives.  It  is  economically  neutral.  It  does  not  discriminate  among 
industries  or  types  of  economic  activity.  It  is  simple,  fair,  and  progressive.  It  is  direct  and 
honest.  And  it  would  unleash  an  economic  boom  that  would  make  Americans  much  more 
prosperous. 


9.  Withholding  has  proven  itself  a  successful  method  of  increasing  compliance.  Why 
shouldn't  we  be  concerned  that  compliance  will  decrease  if  your  proposal  were  enacted  and 
withholding  were  eliminated? 

People  cheat  on  their  taxes  for  two  reasons.  They  believe  that  the  system  is  so  complex 
and  that  there  are  so  many  data  points  for  the  IRS  to  track  that  they  have  a  very  good  chance  of 
not  getting  caught.  In  addition,  the  unfairness  of  the  system  serves  as  the  justification  in  the 
minds  of  the  those  who  do  not  pay  their  taxes.  The  flat  tax  will  increase  compliance  because  it 
will  be  more  difficult  for  people  to  cheat  and  because  if  the  American  people  believe  the  system 
is  fair,  more  will  pay  their  taxes  voluntarily. 

Withholding  was  started  in  1943  as  a  war  time  measure.  Because  most  people  have  their 
income  taxes  (and  payroll  taxes)  taken  out  of  their  checks  before  they  have  a  chance  to  see  it, 
they  don't  appreciate  how  much  the  government  is  taking  from  them.  The  government  would 
have  never  grown  as  large  as  it  is  today  without  income  tax  withholding. 

If  Americans  had  to  sit  down  every  month  and  pay  the  government  just  as  they  pay  iheir 
other  bills,  and  measure  the  cost  of  government  against  its  benefits,  just  as  they  do  with  their 
other  expenses,  they  would  demand  a  smaller  government.  I  believe  that  compliance  will 
increase  under  my  plan  for  the  reasons  stated  above.  For  those  people  who  don't  pay,  of  course, 
the  government  could  still  withhold  the  taxes  from  their  checks. 


10.  Would  your  system  add  additional  compliance  tools? 

Yes.  The  tax  system  would  become  so  simple  it  would  be  much  more  difficult  to  e\  ade 
detection  were  one  inclined  to  cheat.  Furthermore,  if  the  American  people  believe  they  are 
getting  an  honest  bill  under  a  fair  tax  system,  additional  compliance  tools  won't  be  necessar. . 


11.  Which  current  law  provisions  do  you  retain  to  make  your  system  fair?  What  additional 
provisions  do  you  create? 

Most  Americans  today  believe  that  our  current  income  tax  system  is  grossly  unfair.  My 
bill  scraps  the  current  income  tax  system,  and  replaces  it  with  a  simple,  honest,  direct,  low  flat 
tax.  It  is  a  fair  system  because  the  government  does  not  hand  out  targeted  tax  breaks  to  favored 
industries  or  other  narrow  special  interests.  It  is  fair  because  it  so  simple  all  Americans  could  fill 
out  their  taxes  on  a  form  the  size  of  a  post  card.  It  is  fair  because  it  will  promote  growth  in  the 
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economy  and  raise  living  standards.  It  is  fair  because  all  Americans  receive  a  generous  family 
allowance  which  allows  them  to  meet  the  basic  needs  of  their  family  before  they  have  to  begin 
paying  taxes  to  the  federal  government.  And  most  of  all,  it  is  fair  because  under  my  flat  tax. 
everyone  is  treated  the  same. 


12.  What  pro-investment  improvements  would  your  proposal  make? 

Economists  of  all  stripes  share  the  view  that  the  current  income  tax  system  penalizes 
saving  and  investment  through  double  taxation.  Under  my  proposal,  Americans  pay  taxes  on 
income  once  and  only  once,  in  effect,  ending  the  double  taxation  of  saving  and  investment.  This 
neutral  treatment  will  create  a  powerful  new  incentive  to  save  and  invest.  That  means  the  capital 
stock  will  increase,  and,  with  it,  wages  and  living  standards.  Incidentally,  the  federal  government 
will  also  collect  more  revenue  as  the  economy  grows. 


13.  Would  you  modify  any  of  the  following  a)  Capital  gains,  b)  Taxation  of  interest  and 
dividends,  c)  Expensing,  and  d)  AMT? 

To  reiterate,  my  bill  taxes  every  dollar  in  the  economy  once  but  only  once  in  a  simple 
integrated  system.  This  has  the  effect  of  eliminating  taxation  of  capital  gains,  dividends,  and 
interest  at  the  individual  level.  Interest  is  still  taxed  because  it  is  no  longer  deductible.  Business 
income  is  taxed  once,  at  the  source,  through  the  business  tax.  The  bill  would  permit  immediate 
expensing  of  plant  and  equipment,  which  is  the  appropriate  tax  treatment.  And  finally,  the  bill 
repeals  the  AMT;  it  is  superfluous  in  a  flat  tax  system. 

14.  What  steps  do  your  proposals  take  to  make  our  exports  more  competitive  in  the  world 
market? 

Three  major  roadblocks  stand  in  the  way  of  making  American  business  more  competitive 
—  and  the  Freedom  and  Fairness  Restoration  Act  addresses  all  three.  The  first  is  a  burdensome 
tax  system  which  is  replaced  with  the  flat  tax.  As  previously  outlined,  the  flat  tax  would  promote 
saving  and  investment,  relieve  businesses  of  the  costly  buiden  of  complying  with  today's 
complex  tax  code,  reward  work  by  taxing  income  at  one  low  marginal  rate,  and  increase  the 
efficiency  of  the  economy  by  removing  all  tax  biases  and  treating  all  economic  activity  neutrally. 
The  second  roadblock  is  the  large  budget  deficit  which  crowds  out  private  investment  and  raises 
interest  rates.  Title  II  of  the  FFRA  would  eliminate  the  deficit  and  the  problems  that  stem  from 
deficit  spending  by  finally  bringing  federal  spending  under  control.  The  final  roadblock  are  the 
costly  regulations  which  make  American  business  less  competitive.  Title  III  of  the  bill  addresses 
this  problem  by  requiring  an  overall  regulatory  budget,  cost-benefit  and  risk  assessments  for  all 
new  legislation  and  protection  of  private  property  rights. 


15.  How  important  do  you  think  improving  our  export  competitiveness  is  to  the  economy^ 
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I  think  it's  critical,  and  I  believe  for  the  reasons  I  just  outlined  that  my  bill  would  make 
the  United  States  the  most  competitive  place  to  do  business  in  the  world. 

I  would  point  out,  however,  that  1  don't  share  the  view  that  making  taxes  "border 
adjustable"  serves  the  interests  of  the  American  people.  A  border  adjustable  tax  is  one  where 
businesses  receive  tax  rebates  for  their  exports,  and  imports  are  assessed  a  tax  at  the  border. 
Whether  one  h>elieves  the  incidence  of  a  particular  tax  system  falls  on  the  owners  of  capital  or  on 
consumers,  border  adjustability  favors  exports  over  domestically  produced  goods  and  imports. 

A  border  adjustable  sales  tax,  for  example,  would  assess  tax  on  goods  Americans  buy  but 
would  exempt  from  tax  American-made  goods  which  are  exported  overseas.  This  serves  to  make 
goods  Americans  buy  —  whether  produced  here  in  America  or  abroad  —  more  expensive,  while 
foreigners  could  purchase  American-made  goods  cheaper.  I  don't  believe  Americans  benefit 
from  paying  higher  prices  than  foreigners  do  to  purchase  American  products. 

I  believe  the  insight  Adam  Smith  provided  in  the  Wealth  of  Nations  is  germane  to  the 
question  of  border  adjustability.  Smith  reminds  us,  "Consumption  is  the  sole  end  and  purpose  of 
all  production;  and  the  interest  of  the  producer  ought  to  be  attended  to,  only  so  far  as  it  may  be 
necessary  for  promoting  that  of  the  consumer."  To  borrow  from  Smith  again,  in  a  border 
adjustable  system,  "the  interest  of  the  consumer  is  almost  constantly  sacrificed  to  that  of  the 
producer;  and  it  seems  to  consider  production,  and  not  consumption,  as  the  ultimate  end  and 
object  of  all  industry  and  commerce." 

Finally,  the  effectiveness  of  border  adjustability  is  limited  by  the  capital  account  surplus, 
which,  again,  is  a  result  primarily  of  our  budget  deficit.  Since  the  capital  account  surplus  is  the 
mirror  of  our  trade  deficit,  border  adjustability  alone  would  serve  primarily  to  put  pressure  on  the 
currency  without  changing  fundamentally  our  competitiveness.  A  more  comprehensive  approach 
to  competitiveness  is  required  as  outlined  in  the  answer  to  the  last  question. 


16.  What  features  of  your  tax  system  would  help  shrink  the  tax  gap  and  make  sure  that 
everyone  is  paying  the  taxes  that  he  or  she  owes? 

I  believe  two  factors  explain  the  growth  of  the  underground  economy  and  the  large 
amount  of  taxes  that  go  uncollected  each  year.  First,  the  system  is  so  complex  that  many 
Americans  believe  that  the  IRS  has  so  many  data  points  to  track  that  they  can  get  away  with  not 
paying  their  taxes.  Second,  many  Americans  believe  the  system  is  so  unfair  that  it  serves  as  a 
justification  in  their  own  mind  to  cheat  on  their  taxes. 

My  plan  would  close  the  tax  gap  and  reduce  the  underground  economy  because  the  tax 
system  is  so  simple,  it  becomes  much  more  difficult  to  cheat.  Perhaps  even  more  importantly,  if 
the  American  people  believe  the  system  is  fair,  they  would  be  much  more  willing  to  pay  their 
taxes.  If  we  gave  the  American  people  an  honest,  fair,  simple,  direct  tax  code,  most  of  the 
cheating  today  would  stop. 
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17.  A  national  sales  tax  and  a  VAT  are  often  praised  because  either  would  be  effective  in 
capturing  taxes  from  those  engaged  in  the  underground  economy  of  those  engaged  in  illegal 
activities.  How  would  your  system  improve  tax  compliance  by  those  engaged  in  the 
underground  economy? 

It  simply  isn't  true  that  a  sales  tax  will  capture  income  from  those  engaged  in  illegal 
activity.  Take  the  case  of  the  drug  trade.  You  have  two  economic  actors  ~  a  drug  consumer  and 
a  drug  dealer.  Ideally  we  either  want  to  tax  the  income  (under  an  income  tax)  or  the  purchases 
(under  a  sales  tax)  of  both  parties.  Under  an  income  tax,  the  income  of  the  drug  consumer  (if  he 
is  law-abiding  other  than  his  drug  use)  is  taxed  but  the  income  of  the  drug  dealer  isn't  taxed. 
Under  a  sales  tax  regime,  the  government  collects  taxes  on  the  purchases  of  the  drug  dealer,  but 
not  on  the  purchases  of  illegal  drugs.    In  either  case,  the  drug  trade  is  not  taxed.  Therefore,  a 
sales  tax  will  not  collect  one  nickel  more  from  illegal  activities  than  it  does  today  (unless  one 
believes  that  drug  dealers  will  faithfully  collect  sales  tax  on  drug  purchases.)  The  same  is  true 
for  legal  activities  that  go  unreported.  The  plumber  who  doesn't  report  a  house  call  under  the 
income  tax  can  just  as  easily  not  report  it  under  a  sales  tax. 

The  relevant  question  is  whether  a  certain  tax  code  will  reduce  or  expand  the  size  of 
underground  economy  in  legal  goods  and  services.  As  outlined  above,  I  believe  an  honest,  direct 
flat  tax  would.  Experience  in  other  nations  suggests  that  a  retails  sales  tax  of  about  16  to  19 
percent  would  not  be  easily  collected.  That's  one  reason  many  European  nations  moved  to  the 
VAT.  In  Taxation  in  OECD  Countries,  published  by  the  OECD,  the  authors  report  that 
"Governments  have  gone  on  record  as  saying  a  RST  [retail  sales  tax]  of  more  than  10  per  cent  to 
12  percent  is  too  fragile  to  tax  evasion  possibilities,  and  it  is  probably  not  entirely  accidental  that 
in  OECD  countries  VAT  rates  are  nearly  always  above  12  per  cent  and  that  except  in  Canada  and 
Iceland,  RTS  rates  have  always  been  well  below  12  per  cent."    Evidence  from  Canada's  recent 
adoption  of  the  goods  and  services  tax  (GST)  -  a  national  retail  sales  tax  -  should  give  pause  to 
those  who  would  move  to  a  sales  tax  to  reduce  the  underground  economy.  The  evidence  from 
Canada's  experience  is  that  the  underground  economy  is  growing,  not  shrinking. 


18.  Would  your  proposal  treat  the  capital  gain  on  a  home  the  same  as  the  gain  on  a  stock 
sale? 

Yes.  The  flat  tax  eliminates  the  capital  gains  tax  altogether. 


19.  Would  your  system  retain  the  one  time  $125,000  tax  exempt  gain  on  the  sale  of  a  home 
if  the  seller  were  over  55? 

Again,  there  would  be  no  capital  gains  tax  at  all. 

20.  In  1986,  more  than  $50  billion  in  real  estate-related  tax  benefits  were  eliminated  from 
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the  tax  code  and  subsequently,  the  real  estate  industry  experienced  several  years  of  near 
depression  market  Real  estate  comprises  about  one-sixth  of  the  U.S.  GNP.  Why  aren't 
you  concerned  that  your  proposal  will  not  have  an  extremely  detrimental  impact  on  the 
economy? 

Real  estate  will  prosper  in  a  flat  tax  world,  in  my  view. 

Commercial  property  can  be  completely  expensed  under  the  flat  tax.  Clearly,  this  is  more 
advantageous  than  the  current  treatment,  and  there  is  little  reason  to  believe  the  conmiercial  real 
estate  market  will  suffer  at  all. 

The  flat  tax  will  also  benefit  homeowners.  While  its  true  the  flat  tax  would  end  the 
deduction  for  interest  expense,  it  would  also  not  tax  interest  earnings.  Coupled  with  not  taxing 
interest  earnings,  the  elimination  of  the  double  taxation  of  savings  will  flood  the  capital  pool  and 
drive  down  interest  rates.  So  while  home  mortgage  interest  will  no  longer  be  deductible,  homes 
will  be  more  affordable  because  of  lower  interest  rates.  In  addition,  real  estate  is  closely  tied  to 
the  overall  strength  of  the  economy,  which  will  boom  under  a  flat  tax. 

It's  important  to  distinguish  between  the  current  system  without  a  home  mortgage 
deduction  and  a  completely  different  flat  tax  which  happens  not  to  include  a  deduction  for  home 
mortgage  interest.  Homeowners  would  be  correct  to  fear  the  loss  of  the  home  mortgage 
deduction  in  the  context  of  the  current  tax  code  with  its  high  rates,  double  taxation  of  saving, 
slow  wage  growth,  and  high  overall  tax  burden. 

However,  a  flat  tax  which  ends  the  taxation  of  interest  earnings  and  the  double  taxation  of 
saving  will  drive  down  interest  rates.  The  capital  gains  tax  is  eliminated  under  a  flat  tax,  further 
benefiting  homeowners.  A  flat  tax  will  promote  wage  growth  and  lower  the  overall  tax  burden, 
leaving  families  with  greater  purchasing  power  with  which  to  buy  a  home  or  meet  the  existing 
mortgage  payments.  Finally,  the  typical  homeowner  taking  advantage  of  the  mortgage  interest 
deduction  faces  a  higher  marginal  rate  than  would  be  the  case  under  a  17  or  20  percent  flat  tax. 
Even  if  the  home  mortgage  deduction  were  preserved,  it  would  be  worth  less  because  of  the 
lower  tax  rate  under  the  flat  tax.  I  believe  few  Americans  would  reject  the  benefits  of  a  flat  tax 
and  keep  an  unfair,  complex,  and  anti-growth  tax  system  just  to  preserve  one  deduction. 


21.  How  would  interest,  dividends  or  capital  gains  derived  from  my  investment  in  a 
company  be  treated  on  my  personal  tax  return? 

My  plan  taxes  business  earnings  at  their  source  and  eliminates  the  double  taxation  of 
investment  income  that  occurs  in  the  current  tax  system.  Therefore,  an  individual  would  not  be 
taxed  on  dividends,  interest  or  capital  gains  under  the  wage  tax.  This  income  would  be  taxed  at 
its  source  under  the  business  tax. 

It's  important  to  understand,  though,  that  this  income  is  taxed  under  my  proposal.  Let  me 
give  you  an  example.  If  I  own  stock  in  General  Motors,  I  am  an  owner  of  GM.  When  GM 
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reports  earnings,  those  earnings  will  be  taxed  under  the  business  tax  at  the  same  rate  as  all  other 
income.  Therefore,  as  an  owner  of  GM,  I  would  be  taxed. 

Under  the  current  system,  we  tax  that  same  stream  of  income  again  by  taxing  dividends. 
This  double  taxation  of  the  same  stream  of  earnings  is  not  only  unfair,  but  economically   , 
destructive.  Today,  the  tax  code  is  punishing  saving  and  investment,  and  lowering  our  living 
standards. 

I  should  point  out  that  interest  continues  to  be  taxed  under  the  flat  tax  because  it  is  not 
deductible  to  either  individuals  or  business  enterprises.  Because  interest  isn't  deductible,  it  is 
part  of  the  tax  base  and  is  taxed.  Finally,  capital  gains  taxes  at  the  individual  level  are  not  taxed 
either.  While  most  economists  agree  this  is  the  proper  economic  treatment,  others  may  wonder 
how  this  is  so. 

Suppose  the  management  of  GM,  in  our  example  above,  had  chosen  to  plow  all  of  its 
after  tax  earnings  into  new  plant  and  equipment  rather  than  paying  dividends  to  its  shareholders. 
This  would  have  the  effect  of  raising  the  value  of  GM's  stock  because  its  future  earnings  stream 
would  rise.  If  a  GM  stockholder  then  sold  his  stock,  he  would  realize  a  capital  gain.  But  you  can 
see  that  whether  after  tax  earnings  are  paid  out  in  dividends  or  reinvested  (which  raises  the  value 
of  the  company),  taxing  dividends  or  capital  gains  is  double  taxation. 


22.  How  would  the  flat  tax  address  the  issues  of  transition  that  have  prevented 
fundamental  tax  reform  in  the  past? 

Transition  issues  are  extremely  complex  and  would  be  required  under  any  fundamental 
tax  reform.  My  primary  concern  with  the  transition  provisions  is  that  they  not  turn  into  pork- 
barrel  giveaways.  With  regard  to  the  serious  work  necessary  to  complete  the  fine  print  for  a 
transition  measure,  I  would  compliment  Senators  Domenici  and  Nunn  for  the  progress  they  have 
already  made  in  this  area. 
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WRITTEN  QUESTIONS  FROM  THE  COMMITTEE  TO  MR.  TODER  AND 

THE  RESPONSES 

Question  1: 

What  steps  could  be  taken  to  make  sure  that  audits  are  completed  within  a  year  after  a 
company  files? 

Answer 

Over  the  past  five  years,  the  IRS  instituted  major  changes  to  enhance  its  effectiveness 
in  conducting  audits  of  large  corporate  taxpayers.  These  included: 

•  Establishment  of  a  National  Policy  Board  composed  of  executives  from 
Examination,  International,  Appeals  and  Counsel.   The  Board  establishes 
overall  policy  for  CEP;  ensures  that  CEP  is  properly  focused  and  managed; 
identifies  areas  for  improvement  of  the  program;  and  fosters  taxpayer 
cooperation  through  enhanced  coordination  with  stakeholder  groups. 

•  Involvement  of  taxpayers  in  the  examination  process  to  a  far  greater  extent 
than  in  past  years.   The  emphasis  is  to  work  with  the  taxpayer  to  ensure  that 
requests  for  documents  are  complete  and  to  the  point;  thus  avoiding  delays  in 
completing  examinations  due  to  inadequate  documentation  of  deductions, 
credits,  etc. 

•  Use  of  new  tools  for  resolution  of  disputes.  These  new  tools  include  advance 
issue  resolution  whereby  when  adjustments  are  agreed  to,  taxpayers  can  also 
agree  to  carryforward  the  adjustments  through  the  current  year.    Authority  has 
been  delegated  to  the  examination  case  manager  to  settle  issues  that  have  been 
resolved  by  Appeals  with  a  particular  taxpayer  that  have  continuing  effect  in 
later  years  or  that  recur  in  subsequent  audit  cycles.   Both  tools  allow  issues  to 
be  resolved  expeditiously,  rather  than  being  a  part  of  the  audit  year  after  year, 
without  the  taxpayer  having  to  go  to  Appeals  every  year  for  settlement  of  the 
same  issue. 

•  Establishment  of  the  Advance  Pricing  Agreement  Program  (APA).   This 
program  provides  an  opportunity  for  taxpayers  to  resolve  potential 
intercompany  pricing  issues  by  mutual  agreement  in  advance  of  a  traditional 
examination.   The  IRS  developed  the  APA  Program  as  a  cooperative 
alternative  to  the  ordinary  administrative  (examination,  appeals)  and  judicial 
mechanisms  for  resolving  intercompany  transfer  pricing  issues.   The  resulting 
benefits  to  both  the  U.S.  government  and  the  taxpayer  include  improved 
cooperation  and  elimination  of  uncertainty  and  costly  and  time  consuming 
confrontations. 

Every  effort  is  made  to  ensure  that  CEP  examinations  are  completed  as  expeditiously 
as  possible.   The  IRS  is  continuously  seeking  new  means  to  improve  the  CEP 
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examinadon  process.   However,  due  to  the  size  and  nature  of  CEP  taxpayers,  the 
examinations  often  taken  longer  than  a  year  to  complete  for  each  year  being 
examined. 

Question  2: 

Could  you  provide  the  committee  with  an  estimate  of  how  many  taxpayers  have  had 
IRS  personnel  detailed  to  their  headquarters  for  longer  than  six  months  in  the  last  five 
years? 

Answer: 

We  do  not  have  any  statistics  available  that  could  be  used  to  derive  such  an  estimate. 
Question  4: 

For  every  dollar  spent  on  compliance  by  the  IRS  how  much  do  the  auditors  recover? 

Answer: 

Through  its  current  compliance  programs,  the  IRS  collects  about  $34  billion  a  year  in 
taxes  due,  but  not  reported  or  paid.  On  average,  IRS  compliance  programs  return  $S 
for  every  $1  spent. 

Question  S: 

What  are  the  chances  that  a  corporation  would  be  audited  in  any  given  year? 

Answer: 

The  audit  coverage  rate  for  the  approximately  1,700  CEP  taxpayers  is  about  70 
percent,  versus  a  coverage  rate  of  about  2.3  percent  for  all  corporations. 


Question  6: 


What  is  the  current  tax  gap  between  what  the  IRS  estimates  is  owed  by  corporations 
in  1995  and  what  was  actually  paid? 


Answer: 


The  most  recently  released  estimates  of  the  corporate  income  tax  gap  are  for  tax  year 
1992.   These  estimates  of  the  gross  corporate  income  tax  gap  range  from  $19. 1 
billion  to  $33.1  billion. 
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Question  7: 

What  steps  could  be  taken  to  make  the  corporate  system  less  complicated? 

Answer: 

As  noted  in  its  FY  1996  budget,  the  Administration  continues  to  support  revenue- 
neutral  initiatives  for  tax  simplification.   Over  the  past  two  years,  the  Treasury 
Department  has  actively  supported  and  participated  in  bipartisan,  bicameral  initiatives 
to  simplify  the  tax  code.   The  tax  simplification  bill  that  passed  the  House  last  year, 
H.R.  3419,  was  one  product  of  this  initiative.    It  contained  dozens  of  provisions  to 
simplify  discrete  areas  of  the  tax  code.   While  these  simplification  proposals  were 
relatively  modest  and  incremental,  they  do  demonstrate  how  tax  simplification  could 
be  accomplished  in  a  bipartisan  manner,  and  provide  a  model  for  undertaking 
additional  tax  simplification.    "International  Tax  Reform:   An  Interim  Report*,  a 
January  1993  Treasury  report,  described  a  framework  for  considering  options  for 
reform  of  our  international  tax  system.   That  report  highlights  competing  objectives 
that  must  be  balanced  when  considering  reform,  including  simplification. 

Question  8: 

How  effective  is  withholding  as  a  compliance  tool? 

Answer: 

Withholding  is  a  very  effective  compliance  tool,  not  only  in  ensuring  payment  of 
taxes  due,  but  also  in  ensuring  accurate  reporting  of  taxes  due.  The  net  misreporting 
percentage  (NMP)  is  a  measure  of  net  underreported  income  as  a  percentage  of 
income  that  should  have  been  rqrarted.   The  most  recently  released  NMP  estimates 
are  for  tax  year  1988.   For  timely  filed  individual  returns,  these  estimates  show  a 
NMP  for  wage  income  (subject  to  information  rqwrting  and  withholding)  of  only 
0.19  percent.   By  contrast,  the  estimated  NMP  for  interest  income  (subject  to 
information  rqwrting  but  not  withholding)  is  1 .47  percent,  almost  eight  times  larger. 

Question  9: 

What  impact  would  repealing  withholding  have  on  revenue  collection? 

Answer: 

The  impact  would  be  extremely  negative,  as  both  the  underrqwrting  and  underpay- 
ment tax  gaps  would  increase  and  IRS  costs  of  collecting  taxes  would  also  increase. 
Today,  83  percent  of  the  tax  dollars  that  are  due  and  owing  are  voluntarily  rqx>rted 
and  paid.   In  the  absence  of  withholding,  this  percentage  would  decrease  significantly, 
as  many  taxpayers  would  fail  to  set  aside  enough  money  to  pay  their  taxes  when  due. 
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Question  10: 

What  Administrative  issues  would  be  raised  if,  instead  of  withholding,  taxpayers 
merdy  wrote  a  monthly  check  to  the  IRS? 

Answer 

Some  of  the  administrative  issues  that  would  need  to  be  addressed  include: 

•  New  instructions,  tax  packages,  and  significant  educational  efforts  would  have 
to  be  devised  for  use  by  the  individual  taxpayer,  who  in  many  situations  is  less 
sophisticated  than  his  or  her  employer  in  determining  the  proper  amounts  to 
deposit 

•  A  new  system  for  submitting  monthly  payments  would  have  to  be  developed 
and  implemented.   The  current  IRS  computer  systems  do  not  have  the 
capabilities  to  receive  and  properly  record  such  a  large  quantity  of  payments  to 
individual  accounts.    Additionally,  taxpayers  would  need  to  maintain  an 
accurate  record  of  payments  to  be  able  to  resolve  discrq>ancies  with  the  IRS  at 
return  filing  time. 

•  The  IRS  would  need  to  redesign  radically  many  business  processes  resulting  in 
increased  costs  to  their  tax  system  modernization  efforts.   IRS'  modernization 
efforts  are  designed  increasingly  to  use  electronic  means  to  file  and  pay  taxes. 

•  IRS  enforcement  efforts  would  need  to  be  increased.   Today,  failure  to  make 
timely  deposits  results  in  IRS  contacting  the  employer.   Under  this  system, 
IRS  would  need  to  pursue  failure  to  deposit  payments  in  a  timely  manner,  with 
far  more  numerous  individual  taxpayers.   Any  significant  delay  in  the  receipt 
of  tax  dqx)sits  would  affect  federal  revenues,  and  increase  federal  interest 
costs. 

Question  11: 

Has  the  Administration  calculated  the  estimated  impact  its  IRA  proposal  would  have 
on  the  national  saving  rate? 


Answer: 


In  order  to  encourage  more  taxpayers  to  use  IRAs,  the  Administration  has  proposed 
expj^iding  eligibility  for  IRAs.  allowing  IRA  savings  for  purposes  other  than  retire- 
ment, and  introducing  a  new  kind  of  "back-loaded"  IRA.    Under  present  law, 
eligibility  for  deductible  IRAs  is  phased-out  for  single  taxpayers  with  adjusted  gross 
incomes  (AGI)  between  $25,000  and  $35,000  and  for  couples  filing  a  joint  return 
with  AGI  between  $40,000  and  $50,000.   Under  the  Administration's  proposal, 
eligibility  for  deductible  IRAs  and  new  back-loaded  "special"  IRAs  would  be 
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expanded  by  doubling  the  income  tax  thresholds  and  phase-out  ranges.  The  proposal 
would  expand  eligibility  for  deductible  IRAs  to  33.4  million  middle-class  taxpayers 
who  are  not  now  eligible  for  deductible  IRAs,  and  provide  eligibility  for  lai:ger 
deductible  IRAs  to  an  additional  13.7  million  taxpayers.   These  newly  eligible 
taxpayers  are  those  taxpayers  whose  new  IRA  contributions  are  most  likely  to 
increase  their  net  saving.   Low-income  taxpayers  may  lack  discretionary  income  for 
any  saving,  and,  because  annual  IRA  contributions  are  c^ped,  contributions  by  many 
high-income  taxpayers  often  do  not  represent  new  saving,  but  instead  are  typic^Iy 
financed  by  shifting  assets  from  non-tax-favored  accounts. 

The  Administration's  proposal  also  encourages  saving  by  providing  individuals  with 
an  option  to  place  money  in  a  special  non-deductible  ("back-loaded")  IRA  and  to 
make  penalty-free  withdrawals  from  both  traditional  and  special  IRAs  for  first  home 
purchases,  education  expenses,  catastrophic  medical  expenses,  long-term 
unemployment,  and  the  cost  of  caring  for  an  elderly  parent.   Since  among  the  middle- 
class,  and  especially  the  young,  most  saving  is  either  precautionary  saving  or  saving 
to  meet  very  specific,  rdatively  short-run  goals,  providing  saving  incentives  that  are 
explicitly  targeted  to  non-retirement  uses  may  be  much  more  attractive  to  these 
taxpayers  than  current  saving  incentives,  which  in  general  apply  only  to  savings  for 
retirement.    Knowing  tl.at  their  money  is  available  without  penalty  when  needed  for  a 
wider  range  of  purposes  is  likely  to  make  individuals  more  willing  to  commit  money 
to  an  IRA. 

Under  the  Administration's  IRA  proposal  the  vast  majority  of  taxpayers  will  be 
eligible  for  deductible  IRAs.   This  expanded  eligibility  should  increase  the  incentive 
of  fmancial  institutions  to  advertise  and  in  other  ways  promote  tax-preferred  sa\ings 
accounts.   Wide-spread  advertising  «nd  aoedit  attention  to  IRAs  should  increase 
awareness  of  the  impamoKC  of  savu^g  and  encourage  IRA  contributions,  especially 
among  tnodoate-iaoiMne  tsa^aycrs  who  are  currently  doing  little  saving. 

Although  we  are  confident  that  our  IRA  proposals  will  stimulate  some  additional 
saving,  we  have  not  generated  precise  estimates  of  how  much  these  proposals,  if 
enacted,  would  increase  the  nation's  saving  rate.   Recent  economic  studies  suggest  a 
wide  range  of  possible  responses. 


Question  12: 


Wouldn't  you  agree  that  a  system  that  expanded  the  IRA  so  that  any  saving  or 
investing  would  be  tax  deferred  would  increase  the  saving  pool? 


Answer: 


Expanding  IRAs  to  cover  all  saving  is  equivalent  to  exempting  all  returns  from  saving 
from  taxation.   This  would  fundamentally  change  the  nature  of  our  tax  system,  by 
converting  the  income  tax  into  a  consumption  tax.   The  effect  of  this  change  would  be 
to  raise  the  after-tax  return  to  all  savings.    Economists  have  conducted  a  large  number 
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of  studies  attempting  to  determine  how  responsive  the  saving  rate  is  to  the  rate  of 
return  on  saving.   The  results  of  these  studies  are  mixed,  but  the  predominance  of 
evidence  indicates  that  higher  after-tax  rates  of  return  lead  to  at  best  only  a  small 
amount  of  extra  saving. 

A  system  of  universal  IRAs  would  effectively  exempt  all  income  from  saving  from 
Federal  tax.   To  be  workable,  such  system  would  have  to  apply  to  net  saving  only; 
otherwise  individuals  could  escape  tax  without  increasing  saving  by  deducting  interest 
on  loans  used  to  fmance  deposits  on  tax-free  savings  accounts. 

As  I  indicated  in  my  testimony,  a  tax  that  exempts  net  saving  of  individuals  is 
complex  to  design,  would  require  detailed  transition  rules,  and  would  impose  new 
record  keeping  burdens  on  taxpayers.   We  are  not  persuaded  that  the  potential 
increase  in  saving  is  large  enough  to  overcome  the  costs  and  risks  of  switching  to  a 
new  tax  system  that  has  not  been  implemented  in  any  major  economy. 


Question  13: 


Among  the  thousands  of  provisions  in  the  current  Internal  Revenue  Code,  which 
provisions  contribute  most  to  progressivity  and  fairness? 

Answer: 

The  basic  structure  of  the  tax,  as  a  broad-based  income  tax  with  progressive  rates  and 
exemption  from  tax  for  those  with  income  below  certain  minimal  levels  (from  the 
standard  deduction  and  personal  exemptions),  plus  the  refiuKiable  earned  income  tax 
credit  (EITC),  are  primarily  responsible  for  the  fairness  of  the  income  tax. 

Question  14: 

What  provisions  in  the  tax  code  are  most  pro-investment? 

Answer: 

A  "pure"  income  tax,  which  taxes  the  income  from  capital,  is  necessarily  less  "pro- 
investment"  than  a  consumption  tax,  which  does  not  tax  the  income  from  capital. 
However,  our  current  tax  system  is  a  hybrid  system,  with  a  number  of  "pro-invest- 
ment" tax  provisions  which  reduce  the  cost  of  capital  for  certain  investments  below 
that  associated  with  a  pure  iiKx>me  tax.   Thus,  for  example,  provisions  such  as 
Section  179  expensing,   the  expensing  of  research  and  experimentation  (R&E)  costs 
together  with  the  R&E  tax  credit,  the  expensing  of  intangible  drilling  costs  together 
with  percentage  depletion,  the  capping  of  the  capital  gains  tax  rate  and  the  tax-free 
"step-up"  in  basis  at  death,  and  the  low  income  housing  tax  credit  all  may  be  viewed 
as  "pro-investment". 
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Question  IS: 

Which  do  you  believe  add  to  the  cost  of  capital? 

Answer: 

To  enhance  the  efficiency  of  investment,  the  role  of  taxation  in  the  choice  among 
alternative  investments  should  be  minimized.   That  is,  the  income  from  all  types  of 
investment  should  generally  be  taxed  in  a  uniform  manner,  with  as  low  a  ttx  rate  as 
possible.   The  current  income  tax  does  not  fiiUy  conform  to  this  ideal.   Ok  feature 
contributing  to  this  problem  is  the  double  taxation  of  corporate  income.  wMch  raises 
the  effective  tax  rate  on  corporate  investment  above  that  on  investment  in 
noncorporate  businesses.   Proposals  to  integrate  the  corporate  and  individuil  income 
taxes  would  address  this  problem,  but  are  complex  to  design  and  would  need  to  be 
financed  from  other  revenue  sources.   Treasury's  January  1992  report  on  'Integration 
of  the  Individual  and  Corporate  Tax  Systems"  describes  the  distortionary  effects  of 
our  current  system  and  examines  several  prototypes  for  reform. 

Question  16: 

How  many  of  our  competitors  who  are  industrialized  countries  have  tax  sys£ms  that 
are  border-adjustable? 


Answer: 


Border  tax  adjustments  involve  an  exemption  from  domestic  taxes  for  exposed  goods 
and  the  imposition  of  an  equalizing  tax  on  imports.   The  tax  on  imports  en-^ares  that 
imported  goods  face  the  same  rate  of  taxation  as  like  goods  produced  domeitically  for 
domestic  consumption.    Exempting  exports  ensures  that  the  tax  is  only  applied  to 
goods  that  are  consumed  domestically.   Under  the  General  Agreement  on  Tariffs  and 
Trade  (GATT),  border  tax  adjustments  are  allowed  for  "indirect"  taxes.    0±ier  taxes  - 
-  known  as  "direct"  taxes  —  are  not  border-adjustable  under  the  GATT. 

The  GATT  Subsidies  Code  and  its  replacement,  the  Uruguay  Round  Agreenent  on 
Subsidies  and  Countervailing  Measures,  define  "direct"  and  "indirect"  taxes  in 
footoote  1  to  the  Illustrative  List  of  Export  Subsidies.   The  Illustrative  List  defines 
"direct"  taxes  as: 

taxes  on  wages,  profits,  interest,  rents,  royalties,  and  all  other  forms  of 
income,  and  taxes  on  the  ownership  of  real  property. 


419 

-8- 


"Indirect"  taxes  are  defined  as: 


sales,  excise,  turnover,  value  added,  franchise,  stamp,  transfer,  inventory  and 
equipment  taxes,  border  taxes  and  all  taxes  other  than  direct  taxes  and  import 
charges. 

Most  of  our  trading  partners  have  mixed  tax  systems  that  combine  border-adjustable 
value-added  taxes  (VATs)  and  excise  taxes  with  income  taxes.   The  tax  system  in  the 
United  States  is  also  mixed,  although  the  United  States  relies  more  heavily  than  most 
of  our  major  trading  partners  (except  Japan)  on  income  and  payroll  taxes,  which  are 
not  border-adjustable. 

The  25  member  Organization  for  Economic  Co-operation  and  Development  (OECD) 
includes  our  major  trading  partners:  Canada,  Mexico,  Japan,  the  United  Kingdom, 
and  Germany.   Within  the  OECD,  23  countries  have  credit-invoice  method  VATs  that 
are  border-adjustable.'   Within  the  OECD,  only  the  United  States  and  Australia  do 
not  have  a  VAT.   OECD  countries,  including  the  United  States,  also  have  excise 
taxes  that  are  often  levied  on  imports  but  not  exports.    Excise  taxes  on  alcoholic 
beverages,  tobacco  products,  and  fuels,  such  as  gasoline,  are  common.    In  the  United 
States,  State  and  local  retail  sales  taxes  are  collected  on  all  retail  sales  to  domestic 
consumers,  thereby  automatically  taxing  imports  and  exempting  exports.    In  1992, 
these  general  and  specific  taxes  on  goods  and  services  accounted  for  30.3  percent  of 
total  tax  revenue  on  average  within  the  OECD  and  17.1  percent  of  total  tax  revenue 
in  the  United  States.    Among  OECD  countries  in  1992,  Japan  collected  the  lowest 
proportion  —  14.0  percent  —  of  total  tax  revenue  through  specific  taxes  on  goods  and 
services. 

Income  and  profits,  social  security,  payroll,  and  property  taxes  that  are  not  border- 
adjustable  accounted  for  68.4  percent  of  total  tax  revenue  within  the  OECD  in  1992, 
82.8  percent  of  total  tax  revenue  in  the  United  States,  and  85.7  percent  of  total  tax 
revenue  in  Japan.^ 


'The  Japanese  consumption  tax  is  an  accounts  based,  credit-subtraction  method  VAT, 
which  is  border-adjustable. 

^See  Organization  for  Economic  Cooperation  and  Development,  Revenue  Statistics  of 
OECD  Member  Countries,  1965-1993,  1994.    "Other  taxes"  accounted  for  1.3  percent  of 
total  tax  revenue  on  average  within  the  OECD  and  0.3  percent  of  total  tax  revenue  in  Japan. 
These  taxes  included  certain  payroll  taxes  that  are  not  earmarked  for  social  security,  taxes 
imposed  on  other  bases  not  otherwise  identified  or  identifiable,  and  fines  and  penalties. 
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Questioa  17: 


If  the  U.S.  had  a  border-adjustable  tax  system,  would  it  enhance  our  e;qx>its' 
competitiveness? 


Answer: 


The  fact  that  an  indirect  tax  is  levied  on  imports  and  refunded  for  exports  at  the 
border  does  not  constitute  an  export  subsidy.   Border  tax  adjustments  simply  ensure 
that  the  tax  is  applied  equivalently  to  all  goods  that  are  consumed  domestically,  and 
that  the  tax  is  not  levied  on  goods  that  are  sold  for  consumption  abroad.   With  border 
adjustments,  taxes  are  in^)osed  on  domestic  production  instead  of  domestic 
consumption.  But  standaixl  economic  analysis  indicates  that  in  a  world  with  floating 
exchange  rates,  border  adjustments  should  have  no  long-run  effects  on  the  trade 
balance  or  cross-border  capital  flows,  and  hence  should  not  affect  the  level  of  the 
U.S.  capital  stock  and  U.S.  production. 


Question  18: 


Are  there  changes  that  could  be  made  to  our  income  tax  system  to  make  it  border- 
adjustable? 


Answer: 


To  exempt  exported  goods  from  a  direct  tax  would  constitute  an  illegal  export  subsidy 
under  the  GATT,  as  described  in  item  (e)  of  the  Illustrative  List  of  Export  Subsidies: 

The  full  or  partial  exemption,  remission,  or  deferral  specifically  related  to 
exports,  of  direct  taxes  or  social  welfare  charges  paid  or  payable  by  industrial 
or  commercial  enterprises,    [emphasis  added] 

Moreover,  Article  II  of  the  GATT  limits  the  kinds  of  charges  that  may  be  levied  on 
imports  subject  to  tariff  bindings.   It  allows  a  charge  equivalent  to  an  internal  indirect 
tax  on  the  like  domestic  product,  but  prohibits  charges  equivalent  to  income  taxes  and 
other  direct  taxes.     An  attempt  to  exempt  exported  goods  from  the  U.S.  income  tax 
and  to  apply  an  equalizing  tax  to  imports  into  the  United  States  would  thus  invite 
challenges  by  other  GATT  signatories. 


Question  19: 


If  the  U.S.  had  a  border-adjustable  tax  system,  would  it  make  it  less  likely  diat  firms 
would  move  factories  to  other  countries? 
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Answer: 


As  explained  above,  because  border  tax  adjustments  by  themselves  have  no  effect  on 
cross-border  trade  or  capital  flows,  they  should  not  affect  the  level  of  the  U.S.  coital 
stock  and  U.S.  production.   Consequently,  border  tax  adjustments  should  have  no 
long-run  effect  on  the  likelihood  that  firms  in  general  will  locate  production  in  the 
United  States  rather  than  in  other  countries. 

Eliminating  or  substantially  reducing  income  taxes  could  affect  the  trade  balance, 
however,  because  income  taxes  may  discourage  both  saving  by  U.S.  residents  and 
investment  in  the  United  States,  and  lowering  U.S.  income  taxes  could  affect  private 
saving  and  investment  by  different  amounts.   If  private  saving  increased  more  than 
investment,  the  United  States  would  impoit  less  capital  and  net  exports  would 
increase;  if  investment  increased  more  than  private  saving,  net  exports  would  decline. 
Which  effect  would  dominate  depends  on  the  specific  form  of  the  income  tax  cut  and 
on  the  relative  responsiveness  of  saving  and  investment. 

Eliminating  or  reducing  U.S.  income  taxes  could  also  affect  the  relative 
competitiveness  of  different  industries,  because  the  income  tax  imposes  different 
effective  tax  rates  on  production  in  different  economic  sectors.    For  example, 
reducing  the  costs  of  capital  in  the  United  States  would  generally  favor  the  production 
of  capital-intensive  goods  over  labor-intensive  goods.   This  differential  benefit  would 
affect  the  composition  of  trade,  because  goods  that  became  relatively  more  expensive 
to  produce  in  the  United  States  would  be  increasingly  imported,  and  goods  diat 
become  relatively  inexpensive  to  produce  at  home  would  be  increasingly  exported. 
However,  there  is  little  reason  to  believe  that  the  net  trade  balance  would  be  much 
affected  by  this  change  in  relative  trade  positions. 


Question  20: 


Describe  the  process  for  changing  the  GATT  rules  to  allow  our  income  tax  system  to 
be  border-adjustable. 


Answer: 


The  GATT  rules  could  be  changed  to  allow  income  tax  systems  to  be  border-adjust- 
able by  the  adoption  of  amendments  to  the  GATT  and  the  WTO  Agreement  on 
Subsidies  and  Coimtervailing  Measures,  in  accordaiKe  with  the  provisions  of  Article 
X  of  the  Agreement  Establishing  the  World  Trade  Organization  ("WTO  Agreement"). 
Any  WTO  Member  could  propose  such  an  amendment  and  ultimately  have  it  put  to  a 
vote.   Alternatively,  the  U.S.  income  tax  sy.stem  could  be  made  border-adjustable  as 
an  exception  through  a  waiver  requested  by  the  United  States  and  granted  in  accor- 
dance with  Article  K,  paragraphs  3-4,  of  the  WTO  Agreement. 
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On  the  import  side,  an  amendment  to  make  income  taxes  border-adjustable  would 
have  to  take  into  account  GATT  Articles  II  and  III.   GATT  Article  11  protects 
concessions  on  products  negotiated  under  GATT  auspices  and  included  in  a  country's 
GATT  Schedule.   Article  II  prohibits,  in  the  absence  of  a  specific  GATT  excq>don, 
any  additional  charges  on  a  product  in  a  country's  Schedule.   Article  n,  paragraph 
2(a)  provides  an  exception  for  a  charge  equivalent  to  an  internal  tax  in  respect  of  the 
like  domestic  product  if  that  internal  tax  is  imposed  consistently  with  the  provisions  of 
paragraph  2  of  Article  m. 

As  currently  drafted  and  interpreted,  paragraph  2  of  Article  III,  the  national  treatment 
article,  permits  a  tax  to  be  levied  on  an  imported  product  equivalent  to  an  internal  tax 
on  the  like  domestic  product,  such  as  a  sales  tax  or  certain  value  added  taxes;  it  does 
not  authorize  a  tax  that  is  not  considered  to  be  levied  on  products,  such  as  an  income 
tax.  Article  II,  therefore,  does  not  allow  an  exception  for  a  border  charge  equivalent 
to  an  income  tax,  since  it  would  not  be  imposed  consistently  with  Article  m,  para- 
graph 2. 

An  amendment  to  GATT  Article  II  requires  a  unanimous  vote  of  WTO  Members.    If 
an  amendment  to  paragraph  2  of  Article  III  to  encompass  income  taxes  were  to  be 
considered,  in  effect,  an  amendment  to  Article  n  as  well,  it  would  require  a 
unanimous  vote.    If  not,  it  would  require  a  two-thirds  majority  for  approval,  but 
would  bind  only  those  WTO  members  that  formally  accepted  it. 

On  the  export  side,  unless  there  were  an  amendment  to  Article  XVI  (Subsidies')  of  the 
GATT  and  the  WTO  Agreement  on  Subsidies  and  Countervailing  Measures,  remission 
of  income  taxes  attributable  to  exports  would  constitute  a  prohibited  export  subsidy 
and  also  give  a  right  to  use  countervailing  duties  under  GATT  Article  VI.  Such  an 
amendment  would  require  a  two-'hirds  vote  for  approval. 

A  request  for  a  waiver  to  permit  the  United  States  to  make  border  tax  adjustments  for 
the  income  tax  would  have  to  be  presented  in  the  first  instance  to  the  WTO's  Council 
on  Trade  in  Goods,  which  would  be  required  to  make  a  report  to  the  Ministerial 
Conference.   A  three-fourths  majority  of  the  Members  would  be  required  to  grant  the 
waiver.    A  decision  granting  such  a  waiver  would  have  to  state  the  exceptional 
circumstances  justifying  the  decision,  the  terms  and  conditions  governing  the  applica- 
tion of  the  waiver,  and  the  date  on  which  the  waiver  would  terminate.   If  the  period  is 
longer  than  a  year,  the  waiver  would  have  to  be  reviewed  annually  to  determine  if  the 
exceptional  circumstances  justifying  the  waiver  still  existed,  and  whether  any 
conditions  attached  to  it  had  been  met. 


Question  21: 


What  are  some  general  guidelines  for  designing  a  tax  system  that  is  consistent  with 
the  GATT  and  that  achieves  border-adjustability? 
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Answer: 


Most  national  tax  systems  include  taxes  that  are  border-adjustable  under  GATT  rules. 
To  increase  the  portion  of  the  U.S.  tax  system  that  is  border-adjustable  would  require 
a  shift  from  direct  taxes,  such  as  income,  payroll,  and  real  property  taxes,  to  indirect 
taxes,  such  as  sales,  excise,  and  value-added  taxes.  There  are  two  general  principles 
governing  border  tax  adjustments  for  indirect  taxes  under  the  GATT: 

1 .  The  exemption  from  or  remission  of  an  indirect  tax  for  exported  goods  must 
not  exceed  the  amount  of  the  tax  applied  to  like  products  consumed 
domestically. 

2.  The  amount  of  an  indirect  tax  applied  to  imports  must  not  exceed  the  amount 
of  the  tax  applied  to  like  domestic  products. 


Question  22: 


The  Administration's  proposal  to  expand  IRAs  lists  home  ownership  as  one  of  the 
eligible  purposes  which  taxpayers  can  withdraw  funds  penalty  free.    Does  the 
Administration  believe  Americans  invest  too  much  in  home  ownership  and  real  estate? 


Answer: 


It  is  important  to  make  a  distinction  between  aggregate  investment  in  housing  and  the 
rate  of  homeownership.   The  Administration  believes  it  is  important  to  raise  the  rate 
of  homeownership  in  the  United  States.   The  overall  rate  of  homeownership  peaked  in 
1980  at  65.6  percent  (based  on  Current  Population  Survey /Housing  Vacancy  Survey 
data).    During  most  of  the  1980s  the  rate  declined,  reaching  63.9  percent  in  1990. 
Since  then  the  rate  has  slightly  increased.   The  data  also  show  that  the  declines  in 
homeownership  rates  have  been  most  severe  for  household  heads  under  the  age  of  35. 

The  Administration  is  particularly  concerned  that  many  Americans  with  moderate 
incomes  will  not  be  able  to  accumulate  sufficient  assets  for  a  down  payment  on  a 
house.  The  problem  of  housing  affordability  appears  to  be  particularly  severe  for 
many  young  families  and  individuals.  The  Administration  has,  therefore,  proposed 
expanding  IRAs  to  allow  penalty-free  withdrawals  from  IRAs  for  first-time  home 
purchases.  This  provision,  by  allowing  savings  for  a  down  payment  to  accumulate 
tax-free,  will  make  it  easier  for  young  families  to  become  homeowners. 

Some  have  argued  that  even  if  the  rate  of  homeownership  is  too  low,  for  the  nation  as 
a  whole,  the  federal  tax  treatment  of  housing  has  led  to  an  over-investment  in 
housing.   In  support  of  this  conclusion,  several  economists  have  provided  data  which 
suggests  that  the  rate  of  return  on  housing  investments  is  considerably  below  the  rate 
of  return  on  other  investments.   Housing  is  favorably  treated  under  the  Federal  tax 
system;  but  it  is  heavily  taxed  by  local  governments  through  the  property  tax.  The  net 
effect  of  combined  Federal  and  local  taxes  varies  greatly  among  locations. 
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Question  23: 


If  the  home  mortgage  deduction  were  eliminated,  as  proposed  by  Mr.  Armey,  what 
impact  would  it  have  on  the  economy? 


Answer: 


The  elimination  of  the  home  mortgage  interest  deduction  would  have  adverse  impacts 
on  the  housing  market  and  on  many  individual  homeowners.   The  mortgage  interest 
deduction  has  likely  been  capitalized,  at  least  partially,  into  the  value  of  homes.   The 
elimination  of  the  deduction  could  therefore  lead  to  large  capital  losses  for  many 
homeowners.   To  the  extent  it  has  not  been  capitalized  into  housing  values, 
eliminating  the  mortgage  interest  deduction  would  also  make  homeownership  more 
expensive,  and  thus  reduce  the  overall  demand  for  housing.   It  is  also  likely  that  the 
elimination  of  the  mortgage  deduction,  unless  it  is  phased  in  very  slowly,  would 
create  problems  in  the  fmancial  markets  as  some  homeowners  would  be  forced  to 
default  on  mortgages.   This  would  create  severe  problems  for  institutions  such  as 
Fannie  Mae  that  guarantee  mortgages. 


Question  24: 


Under  one  prototype  developed  of  the  Domenici-Nunn  plan,  while  a  home  mortgage 
deduction  would  continue,  other  investments  in  real  estate  would  not  be  con.ndered  a 
"qualified  savings  investment"  for  individuals  because  under  current  law  real  estate  is 
not  a  qualified  investment  for  IRAs. 

Why  was  real  estate  not  included  in  the  list  of  permissible  investments  in  a  current 
law  IRA? 


Answer: 


IRAs  may  be  invested  in  real  estate  although,  because  investment  in  real  estiie  had 
been  relatively  tax-favored,  it  had  not  generally  been  an  attractive  investmen:  for  a 
tax-exempt  IRA.   A  common  real  estate  investment  vehicle  for  an  IRA  invesanent  is  a 
share  in  a  Real  Estate  Investment  Trust  (REIT).   Because  annual  contributiots  to  an 
IRA  are  limited,  it  is  generally  impractical  for  an  IRA  to  hold  real  estate  directly, 
even  though  there  is  no  prohibition  against  doing  so  except  where  the  real  e5<aie 
transaction  involves  the  holder  of  the  IRA  account. 

To  reduce  potential  opportunities  for  abuse,  the  Internal  Revenue  Code  generally 
prevents  transactions  involving  self-dealing  from  qualifying  for  preferential  icx 
treatment.   With  respect  to  IRAs,  these  rules  are  contained  in  Section  4974.   Consider 
the  hypothetical  case  of  a  taxpayer  able  to  fmance  the  purchase  of  a  prirKipal 
residence  or  vacation  home  by  borrowing  $100,000  from  his  own  IRA.    Absent  the 
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current  law  prohibition  against  self-dealing,  the  taxpayer  would  be  tempted  to 
artificially  increase  interest  payments  on  the  mortgage  held  by  his  IRA  in  order  to 
claim  higher  itemized  deductions,  while  the  interest  income  received  by  the  IRA  (and 
income  from  reinvestment  of  the  interest  payments)  are  exempt  from  current  taxation. 

Even,  if  the  individual  does  not  borrow  to  finance  the  home  purchase,  allowing 
deductibility  for  the  portion  purchased  through  an  IRA  allows  an  extra  tax  benefit  not 
available  for  other  investments  held  in  an  IRA.   In  the  case  of  financial  assets,  for 
example,  consumption  of  proceeds  of  interest  earnings  and  withdrawals  of  principal 
are  eventually  taxable  when  withdrawn  firom  the  IRA.   In  the  case  of  owner-occupied 
homes,  however,  consumption  of  housing  services  purchased  through  a  deductible 
IRA  would  escape  tax  permanently. 
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WRITTEN  QUESTIONS  FROM  CHAIRMAN  DOMENICI  AND 
SENATOR  NUNN  TO  SECRETARY  BENTSEN  AND  THE  RE- 
SPONSES 


DEPARTMENT  OF  THE  TREASURY 

WASHINGTON 


February  3,    1995 

iSISTANT  SECRETARY 


The  Honorable  Pete  Domenlci 
United  States  Senate 
Washington,  D.C.  20510 

Dear  Senator  Domenlci: 

Thank  you  for  your  letter  to  Secretary  Bentsen  of  October  21 
concerning  your  proposal  for  a  business  cash  flow  tax.   The 
Secretary  has  asked  me  to  respond  to  your  letter,  because  it 
involves  a  matter  of  tax  policy. 

Your  letter  raises  a  number  of  issues  regarding  the  interaction 
of  a  business  cash  flow  tax  and  the  General  Agreement  on  Tariffs 
and  Trade.   The  Treasury  Department's  Office  of  Tax  Analysis  and 
Office  of  the  Assistant  General  Counsel  for  International  Affairs 
have  reviewed  the  tax  proposal  and  prepared  the  enclosed 
responses  to  your  questions. 

I  hope  this  information  is  helpful  to  you.   I  have  sent  a  similar 
letter  to  Senator  Sam  Nuim. 

Sincerely, 

Leslie  B.  Samuels 

Assistant  Secretary 

(Tax  Policy) 

Enclosure 
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1.   Under  GATT.  what  criteria  are  used  to  determine  whether  a 
tax  constitutes  a  "direct"  or  an  "indirect"  tax? 

The  GATT  Subsidies  Code  and  its  replacement,  the  Uruguay 
Round  Agreement  on  Subsidies  and  Countervailing  Measures,  define 
"direct"  and  "indirect"  taxes  in  footnote  1  to  the  Illustrative 
List  of  Export  Subsidies.   The  Illustrative  List  defines  "direct" 
taxes  as: 

taxes  on  wages,  profits,  interests,  rents,  royalties,  and 
all  other  forms  of  income,  and  taxes  on  the  ownership  of 
real  property. 

"Indirect"  taxes  are  defined  as: 

sales,  excise,  turnover,  value  added,  franchise,  stamp, 
transfer,  inventory  and  equipment  taxes,  border  taxes  and 
all  taxes  other  than  direct  taxes  and  import  charges. 

Although  these  definitions  literally  apply  only  to  the 
Subsidies  Code  and  Subsidies  Agreement  for  purposes  of 
determining  whether  remittance  upon  export  constitutes  an  illegal 
export  subsidy,  it  would  be  logical  to  apply  the  same  definitions 
to  border  tax  adjustments  on  imports,  as  well. 

According  to  the  Illustrative  List  of  Export  Subsidies, 
taxes  levied  on  value  added  fall  into  the  class  of  "indirect" 
taxes.   The  amount  that  a  firm  contributes  to  the  value  of  its 
output  (the  firm's  value  added)  is  measured  by  the  difference 
between  the  firm's  receipts  from  sales  and  its  purchases  from 
other  firms.  Most  countries  that  have  a  national  value  added  tax 
(VAT)  system  administer  it  with  the  credit-invoice  method.' 
Under  this  method,  businesses  are  liable  for  VAT  on  their  sales, 
but  receive  a  credit  against  their  tax  liabilities  for  VAT  they 
paid  on  purchases  from  other  businesses.   These  credit-invoice 
VATs  have  been  accepted  as  border-adjustable  under  the  GATT. 

A  VAT  can  also  be  administered  with  the  "subtraction 
method,"  by  which  a  business  computes  its  base  as  the  difference 
between  its  receipts  from  sales  and  its  purchases  from  other 
businesses.   In  the  absence  of  preferential  rates  or  tax 


'The  Japanese  Consumption  Tax  (JCT)  has  been  characterized 
as  a  credit-subtraction  method  VAT  that  is  administered  without 
invoices.   As  with  a  credit-invoice  VAT,  taxpayers  report  taxable 
sales  and  calculate  the  JCT  on  these  amounts.   The  tax-inclusive 
value  of  taxable  purchases  of  inputs  and  imports  is  determined, 
and  the  implicit  JCT  component  is  calculated  to  generate  the  JCT 
credit. 
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exemptions,  a  subtraction  method  VAT  (also  called  a  "business 
transfer  tax"  (BTT) )  has  the  same  base  as  a  credit-invoice  method 
VAT. 

From  the  description  provided,  the  proposed  "cash  flow  tjpc" 
appears  to  be  a  BTT  with  a  credit  against  BTT  liability  for 
•payroll  taxes  paid.   The  base  of  the  proposed  tax,  therefore,  is 
value  added. 

If  the  explicit  inclusion  of  value  added  taxes  in  the  GATT's 
list  of  "indirect"  taxes  is  taken  to  mean  that  any  tax  which  has 
value  added  as  its  base  is  an  indirect  tax,  then  the  proposed 
"cash  flow  tax"  is  an  indirect  tax.   If,  on  the  other  hand,  the 
list  of  indirect  taxes  is  intended  to  explicitly  include  only 
credit- invoice  VATs,  then  the  proposed  "cash  flow"  tax  would  not 
qualify.   A  GATT  panel  could  adopt  a  strict  formalistic 
interpretation  of  "indirect"  taxes  that  did  not  include  some 
taxes,  like  a  subtraction  method  VAT  or  the  proposed  "cash  flow 
tax,"  that  are  economically  equivalent  to  a  credit-invoice  VAT. 

A  1970  GATT  working  party  on  border  adjustments  stated  tnat: 

The  working  party  concluded  that  there  was  convergence  of 
views  to  the  effect  that  taxes  directly  levied  on  produces 
were  eligible  for  tax  adjustment.   Examples  of  such  taxes 
comprised  specific  excise  duties,  sales  taxes,  and  cascade 
taxes  and  the  tax  on  value  added.   It  was  agreed  that  the 
VAT,  regardless  of  its  technical  construction  (fractioned 
collection) ,  was  equivalent  in  this  respect  to  a  tax  levied 
directly  —  a  retail  or  sales  tax.   Furthermore,  the  WorJcing 
Party  concluded  that  there  was  a  convergence  of  views  on  the 
effect  that  certain  taxes  that  were  not  directly  levied  on 
products  were  not  eligible  for  tax  adjustments.   Examples  of 
such  taxes  comprised  social  security  charges  whether  on 
employers  or  employees  and  payroll  taxes.   183/97,10-101. 

A  VAT  is  considered  by  the  working  party  to  be  directly 
levied  on  products  and  is,  therefore,  border-adjustable.   As  vith 
the  reference  to  value  added  taxes  in  the  Illustrative  List  of 
Export  Subsidies,  if  the  working  party's  reference  to  a  VAT  is 
Intended  to  include  any  tax  on  value  added,  then  a  BTT  —  and, 
consequently,  the  proposed  "cash  flow  tax"  —  would  be  considered 
to  be  directly  levied  on  goods  and  would  qualify  for  border  tax 
adjustment.   If  the  reference  is  to  the  credit-invoice  VAT  alone, 
then  the  proposed  "cash  flow  tax"  would  have  to  satisfy  the 
criterion  of  being  "directly  levied  on  products"  on  its  own. 

Although  the  proposed  "cash  flow  tax"  (without  a  payroll  tax 
credit)  is  economically  equivalent  to  a  credit-invoice  VAT,  tie 
calculation  of  tax  differs  under  the  two  methods.   A  GATT  panel 
could,  therefore,  adopt  an  interpretation  of  the  criterion  that  a 
border-adjustable  tax  be  "directly  levied  on  goods"  that  excludes 
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the  "cash  flow  tax." 

Two  additional  cautions  about  the  border-adjustability  of 
the  "cash  flow  tax"  should  be  noted.   First,  even  if  the  proposed 
"cash  flow  tax"  without  a  payroll  tax  credit  is  considered  to  be 
an  indirect  tax  that  is  directly  levied  on  goods,  the  same  tax 
with   a  payroll  tax  credit  night  not  be  border-adjustable.  This 
is  explained  in  the  responses  to  questions  5  and  6. 

Second,  the  introduction  of  preferential  rates  or  exemptions 
would  bring  into  question  the  border-adjustability  of  the 
proposed  "cash  flow  tax."  Although,  in  the  absence  of 
preferences,  a  credit- invoice  VAT  and  the  "cash  flow  tax"  are 
economically  equivalent,  exemptions  and  preferential  rates  have 
different  effects  under  the  two  tax  systems.   In  particular, 
preferences  under  the  "cash  flow  tax"  may  lead  to  inaccurate 
border  adjustments.  This  is  explained  in  the  response  to 
question  3. 

2a.   Recognizing  that  the  tax  base  for  the  domestic  companies 
would  be  different  than  the  tax  base  for  the  imports,  would  this 
be  consistent  with  the  national  treatment  requirements? 

The  national  treatment  requirements  are  set  forth  in 
paragraph  2  of  Article  III  of  the  GATT: 

The  products  of  the  territory  of  any  contracting  party 
imported  into  the  territory  of  any  other  contracting  paurty 
shall  not  be  subject,  directly  or  indirectly,  to  internal 
taxes  or  other  internal  charges  of  any  kind  in  excess  of 
those  applied,  directly  or  indirectly,  to  lika  domestic 
products . 

Therefore,  a  border  tax  applied  to  imports  in  excess  of  the 
corresponding  indirect  tax  imposed  on  like  domestic  products 
would  violate  Article  III  of  the  GATT. 

If  the  proposed  "cash  flow  tax"  is  considered  to  be  an 
indirect  tax  that  is  directly  levied  on  products,  then  it  would 
be  border-adjustable  under  the  GATT.   In  this  case,  levying  the 
tax  on  imports  at  the  same  rate  that  the  tax  is  applied  to 
domestically  produced  goods  would  appear  to  be  consistent  with 
the  national  treatment  requirements  of  the  GATT.   The  fact  that 
domestic  producers  would  deduct  from  their  tax  base  their 
purchases  from  other  businesses,  but  foreign  producers  of  goods 
imported  into  the  U.S.  would  not,  does  not  change  this 
conclusion.   The  deduction  for  the  value  of  production  inputs 
serves  only  to  refund  the  tax  that  was  paid  on  those  inputs. 
Since  imported  goods  were  not  subject  to  the  tax  prior  to 
arriving  in  the  U.S.,  no  corresponding  refund  is  necessary. 
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If  the  proposed  tax  is  considered  to  be  a  direct  tax  that  is 
not  directly  levied  on  products,  then  applying  the  tax  to 
imported  goods  would  appear  to  violate  the  national  treatment 
requirements  under  the  GATT. 

2b.   If  not,  what  options  are  available  to  make  the  import  tax 
consistent  with  national  treatment  requirements? 

Border  tax  adjustments  for  credit-invoice  VATs  that  do  not 
exceed  the  amount  of  the  tax  applied  to  like  domestic  products 
have  been  accepted  as  consistent  with  the  national  treatment 
requirements  of  the  GATT.   Therefore,  one  way  to  meUce  the 
proposed  "cash  flow  tax"  consistent  with  the  national  treatment 
requirements  is  to  modify  it  to  be  administered  as  a  credit- 
invoice  VAT  without  an  accompanying  payroll  tax  credit. 

3.    If  Congress  were  to  provide  that  U.S.  products  for  export 
are  not  subject  to  the  cash  flow  tax,  would  that  be  a 
countervailable  subsidy? 

Item  (e)  of  the  Illustrative  List  of  Export  Subsidies,  lists 
as  an  export  subsidy: 

The  full  or  partial  exemption,  remission,  or  deferral 
specifically  related  to  exports,  of  direct  tetxes   or  social 
welfare  charges  paid  or  payable  by  industrial  or  commercial 
enterprises.   [amphasis  added] 

Therefore,  if  the  proposed  "cash  flow  tax"  is  considered  to  be  a 
direct  tax  that  is  not  directly  levied  on  products,  then  an 
exemption  for  exports  would  appear  to  be  a  prohibited  export 
subsidy  that  could  be  countervailed  by  an  importing  country. 

If  the  proposed  "cash  flow  tax"  is  considered  to  be  an 
indirect  tax  that  is  directly  levied  on  products,  then  it  would 
be  border-adjustable  under  the  GATT.   Allowing  a  rebate  upon 
export  for  the  amount  of  an  indirect  tax,  like  a  VAT,  that  is  not 
in  excess  of  the  amount  levied  on  like  goods  sold  for  domestic 
consumption  would  not  constitute  an  export  subsidy. 

An  over-rebate  of  an  indirect  tax  on  exports  would  be  an 
illegal  export  subsidy,  as  set  forth  in  item  (g)  of  the 
Illustrative  List  of  Export  Subsidies: 

The  exemption  or  remission  in  respect  of  the  production  and 
distribution  of  exported  products,  of  indirect  taxes  in 
excess  of  those  levied  in  respect  of  the  production  and 
distribution  of  like  products  when  sold  for  domestic 
consumption. 
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Under  ^e  credit-invoice  method  of  calculating  VAT 
liability,  exports  are  typically  taxed  at  a  zero  rate.   That  is, 
a  producer  owes  no  tax  on  sales  of  exported  goods,  but  receives  a 
credit  for  taxes  paid  on  the  inputs  used  to  produce  those  goods. 
Similarly,  an  exporter  who  purchased  finished  goods  from  a 
domestic  producer  would  receive  a  refund  from  the  government  for 
the  amount  of  VAT  paid  on  the  goods  that  were  ultimately 
exported. 

Under  the  subtraction  method  —  and  under  the  proposed  "cash 
flow  tax**  —  receipts  from  the  sale  of  exported  goods  would  not 
be  included  in  the  tax  base.   Producers  would  still  be  allowed  to 
deduct  from  their  tax  base  the  value  of  inputs  used  to  produce 
exports,  resulting  in  a  tax  refund  with  respect  to  those  exports. 
The  effect  is  economically  equivalent  to  zero-rating  under  a 
credit-invoice  VAT.   If  the  proposed  "cash  flow  tax"  is 
considered  to  be  an  indirect  tax  that  is  directly  levied  on 
products,  then  exempting  exports  from  the  tax  in  this  manner 
would  not  appear  to  violate  the  export  subsidy  prohibition. 

The  two  tax  systems  do  not  have  equivalent  effects,  however, 
if  preferential  rates  or  exemptions  are  allowed.   Zero-rating 
exports  under  a  credit-invoice  method  VAT  results  in  border  tax 
adjustments  that  do  not  overcompensate  producers,  even  if  some 
inputs  used  in  the  production  of  exported  goods  are  taxed  at 
preferential  rates  or  are  tax-exempt.   Preferences  under  the 
"cash  flow  tax,"  however,  could  lead  to  overcompensating  border 
tax  adjustments.   Allowing  firms  to  deduct  from  their  "cash  flow 
tax"  base  the  value  of  inputs  used  to  produce  exports  assumes 
that  the  tax  has  been  paid  on  those  inputs.   If  the  tax  has  not 
been  paid  —  because,  for  example,  the  inputs  were  purchased  from 
an  exempt  business  —  then  the  deduction  would  result  in  a  tax 
subsidy. 

In  the  case  of  tax-exempt  business  purchases,  the  export 
subsidy  can  be  avoided  by  allowing  only  taxed  purchases  to  be 
subtracted  from  the  "cash  flow  tax"  base.   This  modification 
would  require  firms  to  account  for  taxed  and  untaxed  business 
purchases  separately.   The  modified  tax  base  calculation  does  not 
properly  account  for  inputs  purchased  at  preferential  rates, 
however,  because  it  assumes  that  all  taxable  purchases  were  taxed 
at  the  same  rate. 

Under  the  Japanese  Consumption  Tax  (JCT) ,  exports  are  zero- 
rated,  and  the  amount  of  JCT  paid  (or  deemed  to  have  been  paid) 
on  inputs  is  refunded.   In  general,  business  purchases  of  tax- 
exempt  goods  and  services  are  not  creditable.   Credits  are 
allowed,  however,  for  inputs  purchased  from  firms  that  qualify 
for  the  small  business  tax  exemption.   Firms  that  produce  exports 
using  inputs  purchased  from  exempt  small  businesses,  therefore, 
may  receive  refunds  that  exceed  actual  JCT  paid.   Since  the  JCT 
has  not  been  faced  with  a  GATT  challenge,  it  is  not  known  whether 
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this  system  would  be  accepted  by  a  GATT  panel. 

4.  Could  an  indirect  tax  vith  the  general  characteristics 
described  above  include  a  deduction  for  wages  paid  and  still  be 
consistent  with  GATT? 

If  the  proposed  "cash  flow  tax"  allowed  a  deduction  for- 
wages,  the  base  of  the  tax  would  no  longer  be  value  added.   Even 
if  the  "cash  flow  tax"  had  been  accepted  as  an  indirect  tax 
without  the  wage  deduction,  it  is  unlikely  that  the  tax  with  a 
deduction  for  wages  would  still  be  considered  an  indirect  tax 
under  the  GATT,  and,  therefore,  it  would  not  be  border- 
adjustable. 

5.  Would  proposed  legislation  with  no  deduction  for  wages  paid 
but  with  a  payroll  tax  credit  conform  with  the  indirect  tax 
criteria,  making  it  eligible  for  border  adjustment  under  GATT? 

If  the  proposed  "cash  flow  tax"  is  not  considered  to  be  an 
Indirect  tax,  then  it  would  not  be  border-adjustable  under  the 
GATT.   Allowing  any  tax  credit  against  the  tax  would  not  change 
this  conclusion. 

If  the  proposed  tax  is  considered  to  be  a  border-adjustable 
indirect  tax,  then  allowing  a  payroll  tax  credit  for  work 
performed  on  both  exports  and  goods  consumed  domestically  appears 
to  be  consistent  with  the  GATT.   It  should  be  noted,  however, 
that,  according  to  the  proposal,  exports  would  generate  no  "cash 
flow  tax"  against  which  to  take  a  credit.   If  the  credit  were 
allowed  for  work  performed  to  produce  exports,  it  would  result  in 
a  payment  from  the  government  to  the  producer.   (In  fact,  because 
the  cost  of  inputs  is  subtracted  from  a  firm's  tax  base,  most 
exports  would  generate  a  tax  refund.) 

If  the  credit  were  allowed  only   for  exports,  it  would  be  an 
illegal  export  subsidy  as  described  in  item  (g)  of  the 
Illustrative  List  of  Export  Subsidies,  supra . 

Moreover,  while  the  proposed  credit  would  reduce  a  firm's 
"cash  flow  tax"  by  the  amount  of  payroll  taxes  paid,  if  the 
credit  were  refundable  for  businesses  with  zero  or  negative  "cash 
flow  tax"  liability,  the  effect  of  the  credit  on  those  firms 
would  be  the  same  as  a  rebate  of  payroll  taxes.   Allowing  such  a 
credit  for  exporting  companies  could  be  interpreted  by  a  GATT 
panel  as  an  illegal  exemption  of  direct  taxes  as  described  in 
item  (e)  of  the  Illustrative  List  of  Export  Subsidies,  supra. 

Finally,  in  order  to  satisfy  the  national  treatment 
requirements  of  the  GATT,  the  amotint  of  the  proposed  tax  that  is 
applied  to  imports  should  be  equivalent  to  the  tax  applied  to 
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goods  produced  domestically.   This  means  that  the  foreign 
producers  of  goods  imported  to  the  U.S.  should  receive  a  teuc 
credit  that  is  equivalent  to  the  payroll  tax  credit  allowed  to 
domestic  producers.   The  calculation  of  such  a  credit  would  be 
complex  and  could  lead  to  the  imposition  of  onerous  reporting 
requirements  on  importing  companies. 

6a.   If  our  payroll  tax  credit  in  its  current  form  would  not  be 
eligible  for  GATT  legal  border  adjustment,  could  you  suggest  how 
we  might  alter  it  to  achieve  border  adjustability  consistent  with 
GATT? 

If  the  proposed  "cash  flow  tax"  is  not  considered  to  be  an 
indirect  tax,  then  it  would  not  be  border-adjustable  vmder  the 
GATT  with  any  form  of  wage  tax  credit. 

If  the  proposed  tax  is  considered  to  be  an  indirect  tax, 
then  allowing  a  payroll  tax  credit  that  satisfied  the  criteria 
described  in  the  response  to  question  5  (including  allowing  an 
equivalent  foreign  producer  tax  credit)  would  not  appear  to 
violate  GATT. 

6b.   How  would  border  adjustability  be  affected  if  the  wage 
credit  were  allowed  or  were  not  allowed  for  work  performed  on 
exports? 

How  border  adjustments  would  be  affected  if  a  payroll  tax 
credit  were  allowed  for  work  performed  on  exports  is  explained  in 
the  response  to  question  5. 

Denying  payroll  tax  credits  for  work  performed  on  exports 
would  not  be  inconsistent  with  GATT.   It  would  still  be 
necessary,  however,  to  ensure  that  the  amount  of  the  proposed  tax 
applied  to  imports  is  equivalent  to  the  tax  applied  to  goods 
produced  —  and  consumed  —  domestically.   If  domestic  producers 
are  allowed  the  credit  for  work  performed  on  goods  consumed  in 
the  U.S.,  foreign  producers  of  imports  would  have  to  be  given  an 
equivalent  credit. 

7.    Assuming  that  we  formulate  a  proposal  which  would  be 
eligible  for  border  adjustment,  what  response  do  vou  foresee  from 
U.S.  trading  partners  who  finance  their  large  domestic  social 
programs  through  the  use  of  indirect  taxes?   Could  our  proposal 
have  a  net  negative  impact  on  the  competitiveness  U.S.  exports? 

It  is  difficult  to  predict  the  foreign  response  to  any 
proposed  U.S.  tax.   Because  credit-invoice  VATs  have  been 
accepted  by  the  GATT  as  eligible  for  border  tax  adjustments,  then 
it  would  not  be  unreasonable  to  expect  that  a  new  U.S.  tax  of 
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that  form  would  also  be  accepted.   As  explained  in  the  response 
to  question  1,  however,  it  is  not  clear  that  a  standard 
subtraction  method  VAT  would  be  considered  an  indirect  tax  under 
the  GATT.   If  the  U.S.  adopted  a  subtraction  method  VAT,  then  it 
is  likely  that  other  GATT  signatories  would  challenge  the  border- 
adjustability  of  the  tax.   Stanley  Simon  of  the  American  Bar 
Association  has  polled  tax  experts  and  practitioners  in  Europe 
and  Canada  on  the  border-adjustability  under  GATT  of  a 
subtraction  method  VAT.   The  six  responses  that  Mr.  Simon  has 
received  so  far  suggest  that  a  U.S.  subtraction  method  VAT  would 
be  challenged. 

It  is  also  difficult  to  predict  the  effect  of  the  proposed 
"cash  flow  tax"  on  the  competitiveness  of  U.S.  exports.   GATT- 
legal  border  adjustments  for  an  indirect  tax  do  not  amount  to  an 
export  subsidy,  they  simply  ensure  that  the  tax  is  only  applied 
to  goods  that  are  consumed  domestically.   The  imposition  of  a 
border-adjustable  consumption  tax,  therefore,  would  have  no 
effect  by  itself  on  the  U.S.  trade  balance. 

Reducing  income  taxes  could  affect  the  trade  balance, 
however,  because  income  taxes  may  discourage  both  saving  by  U.S. 
residents  and  investment  in  the  United  States.   Because  the 
capital  account  and  trade  account  must  balance,  a  switch  from 
income  taxes  to  a  consumption  tax  that  changed  neither  the 
Federal  budget  deficit  nor  the  balance  of  investment  and  private 
saving  would  not  affect  the  U.S.  trade  deficit.   But  lowering 
U.S.  income  taxes  could  affect  private  saving  and  investment  by 
different  amounts.   If  private  saving  increased  more  than 
investment,  the  U.S.  would  import  less  capital  and  net  exports 
would  increase;  if  investment  increased  relatively  more,  net 
exports  would  decline.   Which  effect  would  dominate  would  depend 
on  the  specific  form  of  the  income  tax  cut. 

Lowering  U.S.  income  taxes  could  also  affect  the  relative 
competitiveness  of  different  industries  because  the  income  tax 
imposes  different  effective  tax  rates  on  production  in  different 
economic  sectors. 


8.   Would  a  business  cash  flow  tax  as  described  which  also 
includes  an  R&D  tax  credit  similar  to  current  code  Section  41^ s 
research  and  development  credit  for  wages  paid  for  cmalified 
research  services  qualify  for  border  adjustment  under  GATT? 

A  credit  for  wages  paid  for  qualified  research  services 
would  have  an  effect  on  the  border-adjustability  of  the  proposed 
"cash  flow  tax"  that  is  similar  to  the  effect  of  the  payroll  tax 
credit  described  in  question  5.   If  the  proposed  "cash  flow  tax" 
is  not  considered  to  be  an  indirect  tax,  then  it  would  not  be 
border-adjustable  under  the  GATT.   Allowing  any  tax  credit 
against  the  tax  would  not  change  this  conclusion.   If  the 
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proposed  tax  is  considered  to  be  a  border-adjustable  indirect 
tax,  then  allowing  a  R&D  credit  for  both  exporting  and  non- 
exporting  companies  would  not  appear  to  violate  the  GATT. 

In  order  to  satisfy  the  national  treatment  requirements  of 
the  GATT,  however,  the  amount  of  the  proposed  "cash  flow  tax" 
that  is  applied  to  imports  should  be  equivalent  to  the  tax 
applied  to  domestically  produced  goods.   This  means  that  the 
foreign  producers  of  goods  imported  into  the  U.S.  should  receive 
a  tax  credit  that  is  equivalent  to  the  R&D  credit  allowed  to 
domestic  producers. 

If  the  credit  were  allowed  only   for  exporting  companies,  it 
would  be  an  illegal  export  subsidy  as  described  in  item  (g)  of 
the  Illustrative  List  of  Export  Subsidies,  supra . 

9.    If  the  tax  code  were  altered  to  provide  a  tax  deduction  for 
the  labor  and  capital  costs  associated  with  research  and 
development,  (expensing)  would  such  a  deduction  qualify  for 
border  adjustability? 

It  is  unclear  how  a  proposal  to  alter  the  existing  income 
tax  code  in  such  a  way  would  relate  to  border  tax  adjustments. 
Income  taxes  are  not  border-adjustable  under  the  GATT,  and  no 
benefit  for  research  and  development  introduced  into  the  existing 
income  tax  system  would  change  that  conclusion. 

According  to  the  description  of  the  "cash  flow  tax,"  all 
capital  costs,  presumably  including  those  associated  with  R&D, 
would  already  be  deducted  from  the  tax  base.   If  wages  were 
deducted  from  the  base  of  the  "cash  flow  tax,"  it  would  no  longer 
be  a  tax  on  value  added,  and  it  would  not  qualify  for  border- 
adjustment  under  the  GATT. 


10.   Could  vou  provide  some  general  cmidelines  for  developing  an 
appropriate  tax  mechanism  to  encourage  research  and  development 
which  would  qualify  for  border  adjustability  under  GATT? 

Income  taxes  are  not  border  adjustable  under  the  GATT,  and 
no  benefit  for  research  and  development  introduced  into  the 
existing  income  tax  system  would  change  that  conclusion. 

There  are  three  general  principles  governing  border  tax 
adjustments  for  indirect  taxes  under  GATT: 

1.   Border  tax  adjustments  can  be  allowed  only  with  respect  to 
indirect  taxes  that  are  directly  levied  on  products.   Any  tax 
incentive  for  research  and  development,  therefore,  must  not  alter 
a  tax  such  that  it  appears  to  be  a  direct  tax. 
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2 .  The  exemption  from  or  remission  of  an  indirect  tax  for 
exported  goods  must  not  exceed  the  amount  of  the  tax  applied  to 
like  goods  consumed  domestically.   A  credit  against  an  indirect 
tax  that  is  allowed  for  producers  of  exports  must,  therefore, 
also  be  allowed  for  producers  of  goods  for  domestic  consumption. 

3 .  The  amount  of  an  indirect  tax  applied  to  imports  must  not 
exceed  the  amount  of  the  tax  applied  to  like  domestic  products. 
Therefore,  if  domestic  producers  receive  a  credit  against  the 
indirect  tax,  an  equivalent  credit  should  be  allowed  to  the 
foreign  producers  of  imported  goods. 

February  3 ,  1995 
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STATEMENT 

OF 

JOHN  K.  LEARY,  JR. 

EXECUTIVE  DIRECTOR 

BI-STATE  DEVELOPMENT  AGENCY 

ST.  LOUIS,  MISSOURI 

TO 

BUDGET  COMMITTEE 

UNITED  STATES  SENATE 

FEBRUARY  22,  1995 


The  Bi-State  Development  Agency  of  the  Missouri-Illinois  Metropolitan  District 
(St.  Louis,  Missouri)  was  established  by  a  compact  between  the  States  of  Missouri 
and  Illinois  approved  by  the  United  States  Congress.  The  District  consists  of  the  City 
of  St.  Louis  and  the  Missouri  counties  of  St.  Louis.  St.  Charles  and  Jefferson  and  the 
Illinois  counties  of  Madison,  St.  Clair  and  Monroe. 

The  Agency  operates  within  the  District  a  mass  transportation  system  which 
consists  of  more  than  650  buses  operating  on  more  than  1 00  bus  routes. 

The  Agency  recently  completed  the  Initial  line  of  MetroUnk,  a  light  rail  system 
which  connects  principal  medical,  civic  and  business  activity  centers  between  the  East 
St.  Louis.  Illinois  central  business  district,  downtown  St.  Louis  and  Lambert  St.  Louis 
International  Airport.  MetroUnk  was  closely  integrated  with  coordinated  feeder  and 
shunle  bus  lines  and  paratransit  van  service  for  the  disabled  and  elderly  patrons. 

The  acceptance  of  MetroUnk  has  been  remarkable.  Ridership  vastly  exceeds 
all  feasibility  studies.  Bus  ridership  apart  from  MetroUnk  has  reversed  its  decades- 
long  decline  and  is  now  on  the  Increase.  Farebox  recovery  has  recently  exceeded 
approximately  50%  on  MetroUnk  in  conuast  to  historic  recovery  on  the  bus  system 
of  about  23%.  In  a  tax-averse  climate  the  voters  approved  a  %-cent  sales  tax  in 
suburban  St.  Louis  County  by  61%,  and  in  urban  St.  Louis  by  65%.  In  St.  Clair 
County  a  /a -cent  sales  tax  was  approved  by  68%  of  the  voters.  These  propositions 
to  extend  MetroUnk  received  a  majority  vote  in  every  ward  or  township. 

This  overwhelming  support  is  prinrtariiy  the  result  of  broadly-based  community 
participation  in  the  planning  of  MeuoUnk.  The  Agency  was  initially  skeptical  of 
public-private  participation  in  such  an  undertaking.  No  more.  MeuoUnk  was  on  time, 
under  budget  and  successful  beyond  our  fondest  expectations. 


438 

This  proposal  was  initially  submitted  to  the  Federal  Transit  Administration  in  late 
December.  We  have  been  urged  to  submit  our  proposal  to  the  United  States 
Congress. 

This  proposal  for  a  business  tax  credit  for  mass  transportation  infrastructure  will 
reduce  the  dependence  on  appropriated  federal  funds  for  major  mass  transportation 
capital  costs  while  placing  emphasis  on  maximizing  the  contribution  of  the  local 
community  to  the  financing  of  nr^ajor  mass  transportation  capital  projects.  The  result 
is  to  largely  privatize  the  financing  of  mass  transportation  Infrastructure.  The 
combination  of  a  business  tax  credit  for  contributions  toward  construction  of  mass 
transportation  infrastructure  and  depreciation  recapture  will  provide  the  incentive  to 
the  private  sector  to  participate  in  transportation  infrastructure  development  and  help 
guide  and  influence  its  future. 

According  to  the  Budget  and  Policy  Office  of  the  Federal  Transit  Administration: 

•  To  maintain  the  current  transit  perfornnanca  and  conditions  will  require 
$7.7  billion  per  year;  and 

•  To  improve  the  current  transit  performance  and  conditions  will  require  $5 
billion  per  year. 

But  for  FY1994,  the  FTA  Grants  totalled  44.6  billion.  At  current  investment 
rates  the  backlog  of  transit  (bus  and  rail)  Investment  will  grow  to  more  than  $31 
billion  by  the  year  2000. 

At  current  investment  rates,  the  backlog  of  transportation  Infrastructure  wl.ll 
grow  to  more  than  $30  billion  by  the  year  2000  according  to  the  FTA  Can  we  afford 
to  keep  doing  business  in  this  fashion? 

It  is  imperative  to  attract  private  investment  to  mass  transportation 
infrastructure. 

U.S.  capital  builds  and  rebuilds  Infrastructure  in  the  Middle  East,  South  Africa, 
and  Southeast  Asia.  Surely  it  can  be  attracted  to  rebuild  mass  transportation 
infrastructure  In  our  country. 

The  public  sector  in  this  country  tends  to  operate  in  the  cash  up-front  manner 
when  purchasing  transit  infrastructure.  The  public  agency  draws  a  check  payable  to 
the  vendor  for  the  full  amount.  It  doesn't  matter  where  the  money  came  from  - 
federal,  state,  local  -  because  the  basic  transaction  is  a  cash  one.  The  agency  saves 
up  the  money  and  buys  a  piece  of  merchandise  much  as  home  buyers  purchased 
shelter  In  the  early  part  of  this  century.  It  is  a  perfectly  understandable  way  of  doing 
things  but  certainly'  does  not  comport  with  contemporary  reality.     It  is  clearly 

--r-2- 
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inadequate  to  the  shelter  need,  just  as  the  residential  finance  model  of  the  Twenties 
was  not  adequate  to  the  needs  of  urban  America.  No  private  company  facing  the 
need  to  make  major  and  long-term  capital  Investments  --  even  If  It  had  the  cash  ~ 
would  use  the  cash  to  pay  for  the  investment  up  front. 

Creative  structures  have  been  used  to  benefit  North  American,  European,  and 
Australian  sovereign  entities  despite  limits  on  depreciation  benefits. 

It  is  important  to  develop  a  structure  to  emphasize  cost-effectiveness, 
accountability  and  marlcet  response  by  virtue  of  a  public-private  partnership,  and 
emphasis  on  local  funding  and  decision-maldng.  The  capital  project  must  attract  local 
investors  for  a  substantial  portion  of  the  capital  cost  and  by  virtue  of  long-term 
financing  create  an  Incentive  to  augment  revenue  by  collateral  development  In  which 
private  investors  have  motivation  and  therefore  an  interest  to  participate. 

This  concept  Is  the  substitution  of  a  federal  business  tax  credit  on  mass 
transportation  infrastructure  with  long-term  financing  for  a  large  portion  of  federal 
direct  investment  by  appropriation. 

The  local  community  Invests  funds  on  a  long-term  basis  and  the  federal 
government  grants  8  9%  investment  tax  credit  on  the  investment  for  a  1 0-year  period 
on  the  eligible  basis  of  the  capital  project  (represented  by  the  total  cost  of  the  project 
and  attorney's  and  syndication  fees)  following  placement  of  the  Improvements  in 
service.  This  would  require  amendment  of  Section  38(b)(5)  of  the  internal  Revenue 
Code  to  introduce  a  credit  for  mass  transpoaation  infrastructure. 

A  Mass  Transportation  Infrastructure  Credit  as  part  of  the  general  business 
credit  to  allow  annually  over  a  "credit  period"  beginning  with  the  tax  year  the  qualified 
infrastructure  is  placed  In  service  will  require  an  amendment  to  Section  38(b)(5)  of  the 
Internal  Revenue  Code.  The  credit  would  equal  the  qualified  basis  of  the  qualified 
infrastructure  times  the  applicable  percentage  prescribed  by  the  Internal  Revenue 
Service  provided  that  the  credit  amount  is  not  in  excess  of  the  allocation  received 
from  the  state  and  local  planning  agencies  for  that  year. 

The  percentages  prescribed  should  yield  over  a  10-year  period  credit  amounts 
that  would  have  a  present  value  equal  to  70%  of  the  qualified  basis  of  new 
Infrastructures  not  federally  subsidized  and  30%  of  the  qualified  basis  of  existing 
infrastructures  and  federally  subsidized  Infrastructures. 

The  credit  and  the  value  of  the  income  stream  would  be  syndicated  to  corporate 
investors. 
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The  benefits  include: 

•  Providing  private  participation  in  finance,  route  selection,  construction 
oversight  of  mass  transportation  infrastructure. 

•  Coupling  mass  trar>sportation  investment  with  a  community  and  private 
sector  commitment  to  maximize  collateral  real  estate  development  and 
therefore  economic  activity  and  tax  revenue. 

•  Funneiing  a  portion  of  the  development  profits  to  defray  transit  operating 
costs  and  repay  the  federal  treasury  for  its  investment. 

The  proposal  reduces  the  dependence  on  appropriated  federal  funds  while 
placing  emphasis  on  optimizing  the  contribution  of  the  local  community  to  the 
financing.  This  proposal  meets  many  of  the  criticisnns  levied  against  infrastructure 
projects  by  concentrating  emphasis  on  timely,  cost-contained  performance  and 
integration  of  proposed  mass  transportation  improvements  with  anticipated  private 
investment. 

The  transit  agency  must  formulate  a  capital  project  in  such  a  way  that  private 
capital  may  be  attracted  through  a  combination  of  the  proposed  federal  tax  benefits 
with  a  direct  local  contribution  over  time.  In  order  to  attract  this  capital  the  capital 
project  must  be  well  planned,  subject  to  rigid  cost  controls  and  deliverable  in 
accordance  with  the  proposed  investment  schedule.  The  private  sector  investment 
creates  an  oversight  function  to  be  served  by  the  equity  partner  which  further 
strengthens  and  to  a  degree  substitutes  for  federal  administrative  oversight.  The 
requirement  of  recapture  under  the  Internal  Revenue  Code  creates  a  practical  financial 
reason  for  adherence  to  practical  and  efficient  Project  nnanagement  techniques. 

There  is  a  built-in  incentive  to  coordinate  the  transit  and  road  improvements  in 
order  to  exploit  intermodal  opportunities  to  create  revenue  to  optimize  the  area's 
capacity  to  raise  substitute  capital  and  exploit  potential  streams  of  income  to  further 
Its  proposed  transportation  improvement  program.  It  is  contemplated  that  many  of 
the  same  equity  investors  in  the  local  share  will  be  interested  in  construction  of 
pariclng  facilities,  coordinated  convnerciai  improvements  and  other  development 
opportunities  created  by  this  combination  of  multi-modal  improvements.  The  proposal 
contemplates  that  participation  might  be  negotiated  as  part  of  the  initial  investment 
providing  additional  profit  oppoaunities  for  the  private  partner  and  revenue 
enhancement  for  transit  operations. 

This  proposal  Is  founded  on  the  premise  that  involvement  of  the  total 
community  through  local  tax  resources,  local  Investment  and  a  public-private 
partnership  will  create  market  reasoru  to  nrK>st  effectively  exploit  the  opportunities 
created  by  mass  transportation  investment. 


441 

The  financing  mechanism  allows  a  leveraged  investment  to  produce  mass 
transportation  improvements  within  the  next  several  years  financed  over  a  period  In 
which  the  investment  will  yield  countervailing  tax  revenue  and  economic  activity. 
Both  local  and  federal  resources  are  spread  over  a  period  of  time,  reduced  to  present 
value,  to  produce  immediate  results. 

Granting  a  combination  of  state  transportation  planners  and  the  local  planning 
agencies  the  power  to  assign  tax  credits  within  a  limited  pool  will  create  an  incentive 
to  use  these  resources  in  the  most  effective  way  and  facilitates  the  coordination  of 
highway  and  transit  investment. 

A  combination  of  a  business  tax  credit  for  the  construction  of  transportation 
infrastructure,  depreciation  recapture  and  income  will  provide  qualified  investors  a 
sufficient  internal  rate  of  return  so  that  private  investment  will  be  available  in  early 
stages  to  provide  a  substantial  portion  of  the  capital  project  cost.  Exploitation  of 
parking  opportunities  and  development  sites  at  intermodal  junctions  together  with 
enhancement  contributions  from  positively  affected  landowners  provide  a  profit 
sharing  between  the  private  investors  and  the  transit  agency.  Each  may  pursue  Its 
economic  goals;  the  private  partner  for  immediate  and  long-term  return,  the  public 
sector  for  a  source  of  additional  income  to  fund  its  operations  or  long-range  plan. 

The  nature  of  transit  projects  in  the  United  States  does  not  normally  permit 
revenue  risks  to  be  shared  with  a  private  partner  when  an  entire  system  acquisition 
and  construction  is  undertalcen. 

The  private  sector  operates  in  a  for-profit  environment  and  will  seeic  higher 
returns  as  the  certainty  of  future  revenues  declines.  A  corollary  to  this  concept  is  the 
time  value  of  money  -  the  longer  the  period  between  the  outlay  of  funds  and  future 
revenue  streams,  the  lower  the  "present  value"  of  the  anticipated  benefits.  Transit 
projects  are  high-risk  undertakings  for  either  public  or  private  entities. 

•X    There  Is  a  high  degree  of  uncertainty  that  a  project  will  proceed  to 
^        construction  due  to  virtually  uncontrollable  factors  Involving  project 

finance,    economic    conditions,    political    dynamics,    environmental 

considerations. 

•  Transit  systems  have  long  "gestation"  periods.  Periods  of  delay 
extending  for  months,  or  years  can  occur  at  any  point  In  the 
implementation  process.  Frequent  delaying  factors  have  Involved  failure 
of  a  referendum,  or  adverse  vote  in  a  legislative  body;  inability  to  avoid 
condemnation  proceedings,  and  disagreement  among  public  financing 
partners  over  the  transportation  solutions  proposed  by  the  project 
sponsor. 
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•  The  underlying  technology  risks  are  great  due  to  the  tensions  of  many 
project  components;  requirements  for  high  reliability  and  safety  during 
long  hours  of  operation  in  exposed  weather  conditions;  the  frequent 
interest  of  localities  In  systenru  that  are  innovative  (such  as  magnetic 
levitation)  in  order  to  create  positive  community  image  and  attract  usage; 
and  the  need  for  design  compromises  in  order  to  achieve  political 
consensus,  address  environmental  or  alignment  constraints,  and  meet 
budget  limitations. 

•  Construction  risks  for  transit  projects  are  extensive  because  of  the  scale 
of  the  projects,  the  variety  of  alignment  conditions  (a  single  system  can 
include  tunnels,  bridges,  at-grade  operations,  and  traverse  many  different 
construction  "sites"  which  have  their  own  unique  environments),  the 
relationship  of  many  system  components,  the  need  to  perform  precise 
construction  in  adverse  conditions  (in  the  middle  of  busy  streets,  in 
residential  environments,  and  during  off>hours),  and  the  reliance  on 
numerous  subcontractors,  each  of  whom  must  perform  well  and  on  time 
in  order  for  the  overall  project  to  remain  on  schedule  and  on  budget. 

•  The  likelihood  of  modiflcatioru  to  plans  by  the  project  sponsor  in 
response  to  field  conditions,  budget  changes,  political  decisions, 
mandates,  and  other  factors  is  high.  Modifications  often  result  in  claims 
which  can  take  years  of  costly  litigation  to  resolve. 

•  Warranty,  acceptance  and  performance  requirements  may  be  difficult  to 
meet  due  to  problems  with  initial  specifications;  the  impacts  of  changes 
during  construction,  or  unforeseen  problems  in  integrating  numerous 
technologies,  extends  the  risks  of  future  liability  until  well  after  the 
project  is  completed. 

The  most  serious  concern  to  a  private  sector  partner  is  the  inability  of  the  public 
sponsor  to  meet  its  financial  obligations.  Project  financing  risks  affect  procurements 
even  when  the  public  sector  sponsor  absorbs  the  risks. 

•  Decline  in  the  anticipated  yield  of  a  dedicated  revenue  source  due  to 
economic  conditions,  or  optimistic  growth  forecasts 

•  Failure  to  appropriate  funds  conditionally  pledged 

•  Pre-emption  or  discontinuation  of  dedicated  funding  for  other  purposes 
by  a  higher  level  of  government,  legal  challenge,  or  by  popular 
referendum 

•  Expiration  of  legal  authority  to  levy  a  dedicated  tax 
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•         Inadequacy  of  funding  to  build  and  operate  the  project  due  to  rising 
costs,  poor  financial  planning,  or  Inadequate  contingency  reserves 

These  risks  attend  any  transportation  project  but  can  most  effectively  be 
minimized  in  the  proposed  public-private  partnership  as  the  most  conservative  and 
business  like  means  of  execution  are  mandated  by  the  private  partner  for  execution 
by  the  partnership.  The  participation  of  private  partners  creates  the  most  powerful 
incentive  for  the  public  sector  to  evaluate  and  resolve  risks  on  a  business  basis  rather 
than  upon  the  questionable  value  of  political  accommodation. 

The  history  of  infrastructure  development  and  resulting  economic  development 
and  creation  of  business  and  employment  opportunity  has  been  characterized  by  a 
partnership  between  local  and  federal  government  with  large  scale  private  Input,  in 
this  instance,  the  Improvement  can  be  planned  and  carried  out  in  a  most  expeditious 
manner.  The  powerful  leverage  of  the  Internal  Revenue  Code  is  employed  to  induce 
local  communities  to  plan  the  long-term  contribution  of  resources  and  involvement  of 
the  local  business  and  financial  community  in  an  infrastructure  improvement  program 
which  can  improve  mobility,  relieve  environmental  degradation  and  create 
development  and  economic  opportunity.  The  federal  government  remains  a  significant 
but  not  the  senior  partner  In  the  effort.  The  local  community  realizes  that  the  use  of 
its  resources  and  its  share  of  a  business  tax  credit  must  be  well  and  effectively  utilized 
in  order  to  obtain  the  most  significant  improvement  which  can  be  purchased  with 
those  resources  and  to  leverage  future  income  for  further  improvements. 

Federal  tax  incentives  are  designed  to  stimulate  Investment.  The  investment 
tax  credit  was  first  made  available  in  1962  and  was  initially  regarded  as  a  temporary 
measure.  After  being  suspended,  reenacted,  and  modified,  the  investment  tax  credit 
was  made  permanent  in  1978  and  eliminated  in  1986. 

Methods  of  depreciation  have  also  become  a  tool  of  fiscal  policy.  For  financial 
accounting,  depreciation  is  ordinarily  recorded  as  a  deduction  from  Income  or  a  cost 
on  a  suaight-line  basis  over  the  life  of  the  equipment.  For  federal  tax  purposes, 
accelerated  depreciation  was  allowed  as  a  deduction  from  gross  income.  Section 
167,  which  was  applicable  through  1980,  permined  depreciation  by  the  double- 
declining  balance  method  and  other  methods  that  would  provide  substantial 
deductions  in  the  early  years  of  the  life  of  a  piece  of  equipment.  The  useful  life  of 
equipment  of  various  types  and  used  by  various  Industries  was  established  by 
administrative  action  with  the  asset  depreciation  range  and  class  life  system.  In 
1981,  Congress  adopted  the  Accelerated  Cost  Recovery  System  ("ACRS")  which 
replaced  the  Accelerated  Depreciation  and  Asset  Depreciation  Range  System  with  a 
statutory  system  of  periods  over  which  the  cost  of  assets  could  be  "recovered." 
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The  Economic  Recovery  Tax  Act  of  1 981  introduced  a  federal  income  tax  "safe 
harbor"  for  leasing  transactions  In  order  to  distribute  the  benefits  of  the  Investment 
tax  credit  and  the  newly  enacted  ACRS  throuQhout  the  corporate  sector. 

This  proposal,  while  utilizing  the  powerful  economic  incentives  in  the  leveraged 
leasing  structure,  avoids  the  potential  abuses  which  lead  to  the  mechanism  falling  into 
disfavor  and  its  elimination  from  the  Code  In  the  Tax  Reform  Act  of  1986.  This 
proposal  requires  no  change  In  the  depreciation  methods. 

While  mass  transportation  systems  are  not  self-financed  from  the  fare  box  and 
require  significant  public  participation,  properly  planned,  they  repay  their  investment 
in  enhanced  mobility,  access  and  environmental  and  neighborhood  improvement.  A 
partnership  in  which  the  power  of  the  federal  government  Is  harnessed  to  local 
priorities  with  the  discipline  of  significant  local  participation  and  private  sector 
involvement,  promises  a  most  efficacious  combination  of  investment  leverage  and 
market  discipline.  Analysis  of  the  effects  of  such  investments  demonstrate  significant 
enhanced  tax  revenues  as  in  the  case  of  the  KMPG  Peat  Marwick  report  to  the 
Northern  Virginia  Transportation  Conunisslon  •  $2.1  billion. 

Thl«  combination  of  local  government  participation  and  private  investment  will 
not  only  reduce  the  federal  share  of  the  mass  transportation  Infrastructure  financing 
but  provide  increased  local  accountability  and  practical  Incentives  for  an  on- 
time/under-budget  capital  project  since  It  will  den^nd  the  nriarket  disciplines  of 
practicability  and  fiscally  sound  execution  for  planning  and  construction. 

This  proposal  will  reduce  the  amount  of  the  federal  contribution  and  generate 
private  capital  to  the  acquisition  and  construction  of  nr>ass  transportation 
infrastructure.  This  comblr\ation  of  local  government  participation  and  private 
investment  will  relieve  the  burden  of  the  federal  share. 

This  combination  of  local  government  participation  and  private  investment 
together  with  pro  rata  federal  contributions  will  generate  substantial  cash  flow  in  the 
beginning  of  a  capital  project  which  will  permit  acceleration  and  avoid  costly-delay, 
while  timing  federal  revenue  recovery  to  be  simultaneous  with  the  revenue  concession 
inherent  in  the  business  tax  credit. 

Joint  development  Is  often  exercised  as  a  concept  but  seldom  seen  Irv  reality 
under  conventional  financing  schemes  prinnarlly  because  private  partners  are  not 
significantly  invested  In  the  project.  A  partnership  between  the  public  and  private 
sectors  creates  a  structure  well  suited  to  seek  and  Implement  Joint  development 
opportunities.  The  structure  creates  both  an  Incentive  and  a  mechanism  to  pron>ote 
collateral  investment  which  can  be  dedicated  to  operating  subsidies  or  as  streams  of 
income  to  support  future  projects. 
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The  partnership  would  enter  into  development  contracts  with  one  or  more  real 
estate  development  orQanizations  to  pursue  station  area  development  and  in  that 
connection  provide  consultation  on  the  details  of  station  design  and  facility  placement. 
The  contractors  would  provide  advice  on  property  acquisition  in  excess  of  that 
required  for  transit  development  in  order  to  maximize  development  impact  and  Joint 
development  revenue.  It  is  contemplated  that  private  credit  would  be  sought  to  fund 
such  property  acquisition  and  that  cooperation  agreements  would  be  sought  with 
respect  to  the  development  of  multi-  and  intermodal  facilities  to  be  developed  in 
connection  with  the  improvement  and  related  highway  and  other  transportation 
infrastructure. 

These  contracts  would  specify  a  profit  division  identifying  those  funds  to  flow 
to  the  public  sector  to  be  divided  50-50  between  the  local  transit  operator  and  the 
general  revenue  fund  of  the  United  States.  The  funds  flowing  to  the  local  transit 
operator  would  be  earmarked  for  operations  support  to  minimize  future  needs  for 
public  subsidy  of  transit  service.  The  portion  flowing  to  the  federal  government  would 
be  to  compensate  for  revenue  loss  in  respect  of  the  tax  credit  and  expenditure  in 
respect  of  the  federal  capital  share. 

The  concept  is  to  convert  the  associated  and  induced  development  activity 
insofar  as  feasible  to  a  nnatter  of  purely  private  negotiation  with  maximum  recapture 
of  revenue  to  the  local  transit  operator  and  the  federal  government.  The  revenue 
division  would  be  designed  to  retain  maximum  incentive  on  the  part  of  the  local 
operator  and  therefore  on  the  part  of  the  partnership  to  obtain  the  most  favorable 
public  participation. 

Allocation  of  federal  transit  investment  would  be  based  in  part  on  the 
expectation  of  fund  flows  anticipated  to  be  realized  from  real  estate  development 
facilitated  by  the  mass  transportation  investment. 

Ordinarily,  the  federal  share  of  a  major  uansit  project  is  80%  of  the  capital 
project  cost.  This  proposal  will  reduce  the  amount  of  the  federal  contribution  to  40% 
and  generate  in  private  capital  approximately  60%  for  the  acquisition  and  construction 
of  mass  transportation  Infrastructure.  The  addition  of  local  tax  Incentives  generated 
by  state  and  local  governnrtent  will  further  reduce  the  burden  of  the  federal  share. 
This  combination  of  local  governmental  participation  and  private  Investment  will  not 
only  relieve  the  burden  of  the  federal  share  for  this  Project  but  will  permit  the  use  of 
funds  for  other  projects. 

The  time  financing  feature  through  periodic  lease  payments  and  tax  credits 
matches  a  large  share  of  the  cost  more  nearly  with  the  positive  countervailing  tax 
revenue  and  economic  development  benefits  of  the  capital  project. 
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The  combination  of  a  business  tax  credit  for  the  construction  and  acquisition 
of  a  major  transit  project  and  depreciation  recaptujre  in  a  limited  partnership  format  is 
availabie  for  the  financing  of  equipment,  for  capital  leases,  and  for  the  construction 
of  major  transit  facilities. 

This  combination  nuy  be  used  for  a  variety  of  projects  for  both  capital  and 
operational  purposes.  It- utilizes  financing  techniques  well  known  in  the  capital 
markets,  and  is  a  facility  which  can  readily  react  to  market  realities. 

This  combination,  relying  upon  local  government  participation  and  private 
investment,  is  more  advantageous  than  the  80/20  approach  In  that  the  higher  level 
of  local  contribution  increases  local  awareness  and  accountability  and  avoids  the 
unintended  "we/they"  reaction  to  major  federal  capital  grants. 

The  process  emphasizes  an  active  coupling  of  the  infrastructure  development 
process  with  the  pursuit  of  private  real  estate  development  to  the  benefit  of  the  public 
providers  of  the  public  infrastructure. 

This  proposal  contains  the  elements  to  attract  significant  private  Investment  to 
mass  transportation  Infrastructure  In  this  country. 
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Written  Comments  of  Philip  M.  Crane,  Representative  from  the  State  of 

Illinois 

income  tax  reform 

Mr.  Chairman,  I  appreciate  your  interest  in  reforming  our  tax  code.  As  a  Member 
of  the  House  Ways  and  Means  Committee,  I  have  been  a  long  time  proponent  of 
income  tax  reform. 

The  great  18th  century  economist  Adam  Smith  admonished  government  leaders 
that  taxes  ought  to  be  levied  in  the  manner  most  convenient  for  the  taxpayer.  The 
current  method  of  taxing  the  income  of  Americans  is  anything  but  convenient. 

The  current  complicated  tax  structure  has  placed  a  tremendous  unfunded  man- 
date on  taxpaying  Americans.  Taxpayers  spend  millions  of  man-hours  annually  in 
recordkeeping  and  studying  to  comply  with  the  tax  laws.  Such  inefficiencies  result 
in  enormous  expenditures  over  and  above  the  amount  paid  in  taxes.  Such  a  morass 
of  rules  and  regulations  must  be  scrapped. 

I  first  started  talking  about  the  merits  of  a  flat  tax  in  the  1970s  and  introduced 
my  first  flat  tax  bill  in  1982.  In  the  last  year  the  idea  of  a  flat  tax  has  received 
considerable  attention  thanks  to  our  new  House  Majority  Leader  Dick  Armey.  I  ap- 
plaud the  efforts  of  Dick  in  advancing  this  proposal. 

My  bill,  known  as  the  Crane  Tithe  Tax  (H.R.  214  in  the  104th  Congress)  proposes 
one  flat  10  percent  tax  rate  on  earned  income  over  $10,000.  This  proposal  differs 
from  others  in  that  H.R.  214  would  abolish  the  tax  on  businesses  as  well  as  redun- 
dant taxes  on  interest,  dividends  and  capital  gains.  Because  H.R.  214  is  identical 
to  my  first  flat  tax  bill,  I  recognize  that  the  tax  rate  and  the  income  level  exemption 
may  need  to  be  modified. 

While  reviewing  the  information  on  the  flat  tax,  I  happened  across  testimony  that 
I  submitted  to  the  House  Ways  and  Means  Committee  in  April  1990.  Then-Chair- 
man Dan  Rostenkowski  initiated  what  he  called  a  "major  tax  simplification  study" 
at  that  time.  However,  the  results  were  much  less  than  major" — indeed,  the  result- 
ing effort  amounted  to  only  minor  changes  in  the  tax  code.  Although  my  testimony 
is  nearly  5  years  old,  I  believe  that  the  content  is  still  applicable,  and  enclose  it  for 
the  record. 

More  important,  I  believe,  is  the  necessity  to  begin  serious  debate  on  fundamental 
reform  of  the  tax  code.  I  applaud  the  effort  of  you,  Mr.  Chairman,  and  the  Commit- 
tee in  this  regard. 


Written  Comments  of  Philip  M.  Crane,  Representative  from  the  State  of 
Illinois  to  the  Ways  and  Means  Committee,  April  20,  1990 

TAX  CODE  simplification 

Mr.  Chairman,  I  want  to  applaud  you  for  your  genuine  interest  in  simplifying  the 
tax  code.  As  you  know,  I  have  been  a  long  time  proponent  of  simplifying  our  current 
tax  system,  and  I  appreciate  you  providing  me  with  the  opportunity  to  present  my 
views.  Moreover,  I  am  pleased  to  hear  that  the  Commissioner  of  the  Internal  Reve- 
nue Service,  Fred  Goldberg,  and  the  Assistant  Treasury  Secretary  for  Tax  Policy, 
Ken  Gideon,  are  also  recognizing  the  need  to  simplify  the  present  system. 

Mr.  Chairman,  the  amount  of  time  and  effort  individuals  and  companies  must 
take  to  compute  their  taxes  is  appalling.  A  recent  National  Association  of  Manufac- 
turers (NAM)  report  estimated  that  businesses  spent  a  total  of  2.7  billion  hours  re- 
porting Federal  tax  liabilities  in  1983  which  was  the  most  recent  year  data  was 
available.  Moreover,  it  cost  the  U.S.  economy  $35  billion  to  raise  $53  billion  in  cor- 
porate income  taxes  in  1983.  Because  one  of  the  principle  goals  of  tax  reform  was 
simplification,  one  might  think  that  the  1986  Tax  Reform  Act  (TRA)  might  have  im- 
proved the  situation  somewhat.  Unfortunately,  I  am  afraid  that  the  1986  Tax  Re- 
form Act  did  not  accomplish  the  goal  of  simplification,  and  recent  reports  support 
such  a  conclusion. 

A  report  by  the  Tax  Executives  Institute  released  in  1989  studied  the  impact  of 
the  TPIA  in  terms  of  compliance  cost  for  corporations.  The  Institute  found  that  com- 
pliance costs  measured  in  terms  of  increases  in  staff  time,  internal  research,  and 
fees  to  outside  advisors,  rose  dramatically  for  most  companies  after  1986,  for  many 
companies  by  more  than  100  percent. 

Complexity  and  confusion  is  not  just  a  problem  in  the  world  of  corporate  lawyers 
and  corporate  accountants,  but  is  a  problem  in  the  preparation  of  personal  income 
taxes  as  well.  That  personal  taxes  have  proven  to  be  just  as  confusing  is  illustrated 
in  Money  magazine's  recently  released  third  annual  test  for  professional  tax  prepar- 
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ers.  In  its  test,  Money  asks  50  tax  professionals  to  complete  a  1040  return  for  a  hy- 
pothetical family.  In  each  of  the  3  years  the  test  was  given,  no  two  preparers  com- 
puted the  same  amount  of  tax  due.  Moreover,  the  professional's  estimation  of  the 
amount  of  taxes  owed  varied  from  $7,202  to  $11,881  in  1988,  from  $12,539  to 
$35,813  in  1989,  and  from  $9,806  to  $21,216  in  1990. 

What  do  all  these  numbers  mean?  To  put  it  bluntly,  the  United  States  is  wasting 
time,  money,  and  resources  to  compute  and  report  taxes  that  might  otherwise  be 
devoted  to  more  productive  uses.  By  paying  $35  billion  to  compute  and  avoid  the 
corporate  tax  and  by  sending  $53  billion  in  taxes  to  Washington,  the  corporate  in- 
come tax  essentially  diverted  $88  billion  to  nonproductive  ends.  There  is  no  question 
that  this  $88  billion  could  be  better  utilized  by  companies  for  capital  investment, 
the  creation  of  new  jobs,  price  reductions,  etc.,  all  of  which  would  have  improved 
America's  competitive  position  in  the  world.  Moreover,  instead  of  devoting  individual 
creative  talents  toward  tax  planning  and  tax  avoidance,  we  could  instead  be  using 
that  talent  in  an  entrepreneurial  manner. 

In  my  view,  what  this  country  needs  is  a  simple  flat  tax  proposal  similar  to  legis- 
lation I  have  routinely  introduced.  Basically,  what  I  believe  we  need  is  a  proposal 
to  eliminate  the  corporate  income  tax  and  levy  a  single  flat  rate  on  individual 
earned  income.  Although  my  current  bill,  H.R.  463  (a  copy  of  which  is  attached), 
has  a  number  of  provisions,  I  would  like  to  briefly  summarize  the  most  important 
elements  for  this  discussion: 

(1)  Individual  income  tax  rates  would  be  changed  so  that  there  would  simply  be 
one  tax  bracket  at  a  rate  of  10  percent  which  would  be  levied  on  earned  income. 
Only  earned  income  such  as  wages,  salaries,  fringe  benefits  and  other  forms  of  com- 
pensation would  be  taxed — i.e.  capital  gains,  dividends  and  interest  income  would 
be  taxed.  This  proposal  also  means  that  gift  and  estate  taxes  would  be  repealed  as 
well. 

(2)  Aside  from  the  exclusion  of  the  first  $10,000  in  earned  income,  the  bill  would 
eliminate  all  deductions,  credits  and  exclusions  in  the  tax  code. 

(3)  The  corporate  income  tax  would  be  repealed. 

With  these  components  in  mind,  a  number  of  comments  are  in  order.  First  of  all, 
I  am  not  necessarily  wed  to  10  percent  as  the  rate.  What  I  am  wed  to  is  the  idea 
of  establishing  one  simple  rate  to  replace  the  current  morass  we  call  the  Internal 
Revenue  Code.  My  proposal  addresses  all  the  concerns  that  President  Reagan  em- 
phasized when  he  first  called  for  tax  reform  in  1985 — it  is  simple,  fair,  and  pro- 
growth. 

Nothing  more  needs  to  be  said  with  regard  to  the  issue  of  simplification — this  pro- 
posal clearly  meets  the  goals  of  simplification.  At  the  same  time,  however,  this  pro- 
posal is  clearly  fair.  Gone  will  be  the  special  interest  provisions  created  for  the  bene- 
fit of  various  groups,  individuals,  and  companies.  What  will  remain  is  a  tax  that 
can  be  understood  by  all  and  that  will  be  paid  by  all.  Nothing  could  be  fairer.  Fi- 
nally, my  legislation  is  clearly  pro-growth.  As  we  all  know,  the  corporate  income  tax 
is  essentially  a  hidden  tax  which  is  passed  on  to  individuals  in  the  form  of  higher 
prices.  Eliminating  the  corporate  tax  will  make  American  products  more  competitive 
and  benefit  the  consumer.  Eliminating  the  tax  on  capital  will  reduce  the  cost  of  cap- 
ital to  business  which  will  also  make  American  business  more  competitive.  All  of 
these  elements  will  spur  growth  which  will  create  jobs  and  further  raise  the  stand- 
ard of  living  in  this  country. 

Mr.  Chairman,  I  realize  that  my  proposal  is  a  radical  change  fi-om  the  present 
system.  Moreover,  I  realize  that  there  are  a  large  number  of  special  interests  that 
would  be  opposed  to  such  a  proposal,  and  that  such  a  proposal  would  require  cour- 
age not  often  exhibited  by  this  Congress.  However,  congressional  courage  might  be 
bolstered  in  knowing  that  such  a  tax  proposal  might  very  well  find  overwhelming 
support  among  the  American  people.  If  we  are  really  serious  about  simplifying  our 
tax  code  and  expending  energy  creating  economic  growth  rather  than  expending  en- 
ergy figuring  out  how  to  avoid  taxes,  I  suggest  that  my  proposal  needs  to  be  seri- 
ously considered. 
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lanitd  States  Senate 

WASHINGTON.  DC  20610 


January  30,  1995 

Mr.  John  J.  Motley  III,  Vice  President 
Federal  Governmental  Relations 
National  Federation  of  Independent  Business 
600  Maryland  Avenue,  S.W.  Suite  700 
Washington,  D.C.  20024 

Dear  John: 

We  found  the  testimony  that  you  gave  before  the  Ways  and  Means 
Committee  on  January  12,  1995,  to  be  very  interesting.  In  fact,  we 
believe  that  the  Domenici-Nunn,  Unlimited  Savings  Allowance  Tax 
plan  that  we  have  been  working  for  the  last  several  years  measures 
up  well  under  NFIB's  '*Three  C's"  yardstick  for  small  business  and 
taxes — Complexity,  Cash  Flow  and  Capital  Formation. 

Your  testimony  states  that  NFIB  believes  that  "increasing 
expensing  is  the  best  tool"  the  tax  writing  committees  have  to 
encourage  investment  in  small  business  and  medium  sized  firms. 
The  NFIB  proposal  is  to  increase  expensing  to  $100,000  per  year. 
The  Domenici-Nunn  tax  plan  would  have  no  limit  on  expensing.  We 
agree  with  you  that  expensing  is  simple,  improves  cash  flow, 
encourages  capital  formation  and  is  good  for  the  economy. 

NFIB  suggested  a  complete  exemption  from  capital  gains  taxes 
on  targeted  small  business  equity  investments  that  are  held  for  a 
certain  length  of  time.  Under  the  Domenici-Nunn  tax  scheme,  the 
tax  rate  on  any  savings  or  investment  is  zero.  Investments  can  be 
sold  and  the  proceeds  reinvested  without  USA  Tax  consequences. 
While  we  agree  that  patient  capital  is  important,  our  system  does 
not  impose  any  investment  time  limits.  We  think  this  treatment  of 
investment  will  address  the  unique  difficulties  that  small 
businesses  have  in  obtaining  capital  and  also  encourage  the 
efficient  use  of  capital. 

The  NFIB  proposed  a  rate  reduction  as  the  best  middle  class 
tax  cut.  While  the  Domenici-Nunn  plan  is  designed  to  be  revenue 
neutral  and  retain  current  code  progressivity  it  does  make  some 
changes  that  should  be  very  beneficial  to  small  businesses. 

First,  all  corporations,  partnerships,  subchapter  S 
corporations  and  sole  proprietorships  would  be  treated  the  same  and 
would  pay  the  business  cash  flow  tax  of  7.5  to  10  percent.  We 
would  move  away  from  the  concept  of  taxing  profit  and  focus  the  tax 
base  on  cash  flow. 

Individual  business  persons  would  not  be  taxed  on  income  they 
did  not  actually  receive  from  their  businesses — an  improvement  over 
current  law. 
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since  all  businesses,  regardless  of  their  business  form  are 
treated  the  same,  our  plan  contains  health  care  deduction  parity. 
It  Is  a  business  dieductlon  but  counted  In  the  employees'  tax  base. 

NFIB  supports  Increasing  the  estate  tax  exemption  but 
suggested  exempting  the  value  of  closely-held  farms,  ranches,  and 
small  businesses  from  the  estate  tax.  While  our  proposal  does  not 
change  the  estate  tax.  It  Is  founded  on  the  premise  that  dying  Is 
not  a  taxable  event  under  our  USA  Income  tax  system.  Our  tax 
system  would  work  to  encourage  the  heirs  to  continue  the  business 
rather  than  liquidate. 

Your  testimony  criticized  the  eight  accounting  methods  needed 
to  file  a  tax  return.  The  Domenlcl-Nunn  tax  plan  would  only 
require  one — cash  accounting.  There  would  be  simplified  rules  for 
deductions  and  the  Alternative  Minimum  Tax  would  be  repealed. 

Your  testimony  also  mentioned  the  need  for  simplified  small 
business  pension  plans  to  encourage  small  business  owners  and  their 
employees  to  save  for  their  retirement.  You  asked  for  a  "plan  that 
would  be  availeUale  to  all  employees,  contain  no  non-discrimination 
or  participation  rules  and  be  flexible  enough  that  it  will  appeal 
to  a  wide  variety  of  employees."  We  think  the  "net  new  savings 
deduction"  included  In  our  tax  plan  meets  that  criteria  and  more. 
It  will  increase  the  pool  of  capital  to  help  more  small  businesses 
get  started.  It  will  encourage  individuals  to  save.  It  will  help 
the  economy  grow  and  provide  a  higher  standard  of  living  for  all  of 
us. 

In  addition,  since  we  will  be  repealing  about  three-quarters 
of  the  current  code.  Our  code  should  be  shorter  than  the  1,339,000 
words  in  the  current  code.  This  should  be  genuine  simplification. 

Treatment  of  wages  has  been  raised  by  some  of  the  small 
business  entrepreneurs  in  our  states.  Because  our  system  strives 
to  achieve  border  adjustability  to  help  exports,  the  deduction  for 
wages  is  replaced  with  a  payroll  tax  tax  credit.  From  the 
employers'  standpoint,  this  credit  is  substantially  equal  to  the 
current  law  deduction  for  wages — at  least  for  most  employees. 

We  look  forward  to  working  with  the  NFIB  on  a  new  system  which 
will  make  everyone's  life  easier— especially  those  small  business 
persons  who  you  mentioned  in  your  testimony.  They  are  the  ones  who 
also  act  as  the  managers,  marketers,  sales  associates,  benefits 
administrators,  and  bookkeepers  for  their  businesses.  We  had  them 
in  mind  when  we  started  talking  about  abolishing  the  current  code 
and  starting  over. 

Sincerely, 


Domenlcl  Sa; 

U.S.   Senator  U.S.   Senator 
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THE  ECONOMY/COVER   STORY 


OUR 

SCREWED-UP 

TAX  CODE 

It  eats  up  time  and  money  and — ^worst  of  all — ^penalizes  saving  and  investment.  Wash 
ington  has  just  made  it  worse.  What  could  make  it  better?  ■  by  Rob  Nortor. 


The  U.S.  lax  system  is  an  un- 
wieldy, inefficient,  ungodly 
mesi— and  this  summer's 
shenanigans  in  Washington 
have  just  made  it  worse.  It 
penalizes  the  very  invest- 
ment we  need  to  create  jobs  and  iminove 
living  standards.  It  makes  U.S.  companies 
less  competitive  internationally  and  encour- 
ages them  to  expand  overseas  instead  of  at 
borne.  It  even  helped  deepen  the  recent  re- 
cession and  is  helping  suppress  whatever  vi- 
tality the  current  recovery  contains. 

No  wxmder  so  many  of  the  folks  who 
know  the  beast  best^<orporate  tax  direc- 
tors, economists,  ai- 
lomeys,  accountants, 
and  business  execu- 
tives— are  increasing- 
ly eager  to  tear  it 
apart  and  build  some- 
thing belter.  How 
screwed  up  is  the  U.S. 
tax  code?  Just  listetL 

"I  would  repeal  the 
Internal  Revenue 
Code  and  start  over," 
says  Shirley  Peterson, 
who  was  IRS  commis- 
sioner under  George 
Bush  and  now  prac- 
tices law  al  Steptoe  & 
Johnson.  Chimes  in 
Paul  R.  Huard.  a  se- 
nior vice  president 
with  the  National  As- 
sociation of  Manufac- 
turers: "You'll  never 
be  able  to  dismantle 
what  we  have  dorve  lo 


U.  S.      iapan    Gcniuny   Ko 


TlttiUr  d*pr«ciation  nik*  imdOT  th* 
«lt«mili>»  mimnuin  lii  fore*  U.S. 
«t«*)mik«n  to  nit  lonfcr  than  cempcttton 
lor  a  rctiini  on  their  capital  imvctmtnL 


the  system.  You  need  to  throw  it  in  the  can 
and  come  up  with  something  new."  Con- 
cludes William  Modahl,  direaor  of  tax  af- 
fairs at  Digital  Equipment:  "I  penooally 
believe  we  are  near  the  end  of  the  toad  on 
income  taxation." 

Paul  H.  O'Neill,  CEO  of  the  Aluminum 
Co.  of  Affloica  (Akx>a),  is  so  fed  np  be  has 
weighed  moving  the  Pittsburgh  metal- 
maker's  legal  center  of  inootporation  oat  of 
the  U.S.  Heavy  IRS  exit  penalties  make 
such  a  drastic  move  expensive.  O'Neill  just 
happens  to  know  the  cost  for  Alcoa:  SSOO 
million.  Bui,  he  says,  "it's  awfully  tempting 
when  you  look  at  all  the  consequences  of 
living  in  this  zoo 
we've  created  for 
ourselves. " 

The  tax  changes 
imposed  by  the  new 
CUnton  budget  plan 
will  make  the  zoo 
considerably  more 
inhospitable  in  a 
number  of  ways. 
Start  with  compiex- 
ity  Eleven  yean  of 
iitcessant  nkkel-aad- 
dime  dericit  reduc- 
tions and  ten 
legislative  overhauls 
have  turned  the  tax 
code  and  its  anen- 
dant  regulatkns  into 
a  multivolumed 
thicket  of  confusion. 
(Several  more  forests 
will  have  to  be  mown 
down  to  add  the 
chanees  in  this  year's 


legislatnn.)  In  addition,  any  reader  seekini 
enlightenment  requires  a  wailful  of  com 
mentaries  to  translate  the  code  into  some 
thing  like  English. 

No  tax  lawyer  knows  it  «ll.  few  knov 
much  of  it,  aod  it  may  have  become,  in  e( 
feet,  unknowable.  Says  Sandy  Navin,  direc 
tor  of  tans  at  General  Mills:  "There  an 
areas  of  the  tax  code  where  you  have  nc 
V9f  Of.  telling  whether  you're  coming  tip 
with  the  right  aitswet,  because  of  the  com 
piexity  You  wait  until  the  audit  and  hop< 
you  can  come  lo  an  understanding  with  the 
government." 

Chrysler's  chief  tax  counsel.  John  Lof 
fredo,  has  a  team  of  30  tax  pros  at  hi^ 
Highland  Park.  Michigan,  headquarter- 
and  another  2S  «  rwo  subskliaries— typica 
staffing  for  a  major  U.S.  corporation.  (Lof 
fredo  is  the  fellow  pictured  on  the  facinc 
page  with  the  six-foot-high  Tower  of  Babe* 
that  it  his  company's  1991  tax  return.)  He 
also  has  two  office*  full  of  IRS  agents— 
nine  on  any  given  diy— camped  out  at 
Chrysiei;  haggling  over  past  and  presen: 
wdits  and  appeals.  Says  Loffredo:  ~The> 
could  end  the  income  tax  sv-stem  toda>. 
and  I'd  still  have  ten  years  of  work  to  dc 
just  settling  up  past  disputes." 

The  costs  of  complying  are  staggering 
Univetsity  of  Michigan  economist  Joel 
Skmiod  is  the  leading  authority  on  the 
subject.  In  a  new  survey  of  1 JOO  large 
companies,  he  fourx]  that  they  spent  an  av- 
erage of  SI. 6  million  a  year  each  complying 
with  the  code.  He  figures  the  total  annual 
cost  of  corporate  tax  compliance  exceeds 
S8  billion.  Slemrod  also  calculates  thai  ih£ 
average  household  spends  S.^.^  in  time 
and  money  doing  its  individual  ta.\es.  lor  a 
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V..ji  ol  S.'S  hillKWi.  So  IOS4  in  ilw  annual 
huU^ci  ol  ihe  IRS  iS6.5  billion i.  and  the 
UMai  bill  fiw  men\\  coping  »iih  the  U.S. 
u\  ciMic  lops  S50  billion  u  year.  That's 
nearly  \'r  ut  the  nation's  total  output  of 
gooUs  and  services — more  than  the  IRS 
collected  last  year  from  all  excise  taxes  on 
gasoline,  alcohol  and  tobacco. 

MORE  damaging  than 
this  waste  of  time  and 
money  is  the  way  the 
code  distorts — and  in 
some  cases  discour- 
ages— business  invest- 
ment. E-xample:  One  obscure  provision  of 
the  new  budget  bill  lengthens  the  recovery 
period  for  depreciation  on  new.  nonresiden- 
tial real  estate  investment  from  i\S  years 
to  3y  year-i.  This  was  done  to  generate  S3.4 
billion  m  revenue  between  now  and  1998. 
<The  President  had  originally  asked  for  an 
extension  to  37  years,  but  Congress  added 
two  more  years  to  squeeze  out  an  extra  few 
hundred  million  dollars.)  Problem  is.  the 
less  favorable  tax  treatment  reduces  the  in- 

(~ntlve  to  build  new  facilities.  The  change 
reduce  construction  spending  by  more 
man  S3  billion  per  \ear.  according  to  Mike 
.Montgomery,  an  economist  at  DRI/Mc- 
Gruw  Hill.  Just  what  the  struggling  real  es- 
tate market  needs,  right' 

It  gets  worse.  Today  many  companies  in 
capital-intensive  industries  complain  they 
are  being  pinched  hard  by  the  IRS  even 
though  they  are  kwing  money  The  airlines, 
lur  example,  have  k>s:  SIU  billion  since  1989 
but  have  hud  to  scrounge  up  at  least  S673 
million  in  cash  over  that  three-year  period 
to  pay  a  special  federal  ta.x.  In  many  cases 
they  have  had  to  borrow  money  to  do  so. 

The  source  of  this  madness  is  a  fearsome 
chunk  of  the  tax  code  known  as  the  alterna- 
tive minimum  tax  i.AMT).  The  AMT  was 
created  in  l%9  to  ensure  that  corporations 
and  individuals  would  not  escape  paying  tax- 
es altogether  by  overusing  investment  incen- 
tives. In  the  1986  ta.\  reform.  Congress  gave 
the  AMT  new.  considerabK  sharper,  teeth. 
But  feu  in  smokestack  America  focused  on 
the  threat  at  the  time.  The  economy  was 
growing.  exf)ons  were  booming,  and  "every- 
bodv  was  making  monev  hand  over  fist. "  re- 
calls NA.Ms  Paul  Huard. 

When  business  sloped  as  the  1990  reces- 

Thfaih  your  1040  lorm  wit  humengous? 
Tlut  nwiwcint  stack  of  paper  in  front  ol 
Chrysler's  John  Loftrcdo  is  his  company's 
complete  199 1  lt<j«r*l  tj  I  return . 
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Mon  goi  under  kj>.  compjnics  ihji  hjj  in- 
vested hca\ils  in  plant  and  equipment  in 
prior  years  ItHind  that  the  dopreciaikin  thcv 
«<re  daiming  un  those  investments  made 
Ihem  subject  lo  the  AMT.  The  resuliine 
cash  crunch  deterred  new  investment  in 
many  industries — among  them  steel.  lorcM 
pnxlucts.  and  autos.  Chrv'sler  dekned  some 


«l  ii>  product  dcciNKHis  in  the  late  l'<siK 
uhen  prutits  slumped,  in  part  because  the 
hcaxy  investments  it  made  earlier  in  the  de- 
cade caie  It  "cicess"  depreciation  and  tric- 
ccred  .-XMT  tax  payouts.  The  ripple  etfcct  of 
such  delays  helpeid  prolong  the  recession. 
Today  half  of  all  big  companies  in  capital- 
intensive  industries  may  be  subjea  to  the 


minimum  ia\.  according  to  ihc  NAM  Tlv 
higher  capital  c«>sts  thc>  face  may  be  re- 
xlrammg  neu  imeMment. 

Ackivwledginc  the  piublem.  Presidcni 
Clinton  initially  proposed  chanecs  ih.ii 
would  have  signilicantly  rcla.xed  the  depre- 
ciation provisions  of  the  minimum  tax.  But 
his  relief  pbn  was  nibbled  nearly  to  death 


WILL  SQUEEZING  THE  RICH  FILL  THE  IRS'S  TILL? 


In  1992.  Hillary  Rodham  Ginton  received  $:!03.172 
from  Little  Rock's  Rose  law  firm,  including  profit 
sharing  that  normally  would  have  been  paid  in  Janu- 
ary of  the  folkiwing  year.  The  timing  was  important:  Mrs.  Oin- 
ton  knew  that  if  she  waited,  she  might  pay  tax  on  part  of  that 
income  at  the  higher  rates  her  husband  had  promised  to  write 
into  law.  She  also  knew  that  her  action  might  be  widely  viewed 
as  hypocritical.  Was  she  not.  atter  all.  one  of  "the  privileged 
few"  of  whom  her  husband  had  vowed.  "We  are  going  to  ask 
them  now  to  pay  their  fair  share"?  But  such  is  the  power  of  the 
tax  code  lo  influence  human  behavior. 

Certainly  the  tax  code  affects  the  limins:  of  financial  transac- 
tions as  powerfully  as  the  cattle  prod  alTects  the  steer.  As  Mrs. 
Ointon  endorsed  her  check,  taxpayers  all  across  America — 
from  the  merely  wealthy  to  the  filthy  rich — were  making  sure 
they  crammed  as  much  income  as  possible  into  1992  at  what 
now  seems  the  bargain  rate  of  ?l'r.  Similar  cause  and  effect 
was  evident  in  the  mid-iy8l)s.  »hen  Congress 
phased  out  the  deductibility  of  interest  on  in- 
stallment debt  and  simultaneously  created  a 
tax  kiophole  for  home  equli>  lines  of  credit. 
The  latter  grew  through  the  roof. 

There  is  much  less  certainty,  however, 
about  the  degree  to  which  tax  changes  spark 
changes  in  people's  real  economic  behavior — 
how  much  they  save  and  invest,  whether  they 
work  less  or  more,  whether  they  will  be  more 
or  less  willing  to  report  income  to  the  govern- 
menti  The  success  of  Bill  Clinton's  deficit  re- 
duction plan  may  hinge  on  the  answer 

That  plan  hopes  to  raise  SI  IS  billion  over 
the  next  five  years  by  increasing  taxes  on  indi- 
viduals. To  do  so.  it  replaces  the  old  31^  top 
rate  with  two  new  top  marg;  -al  tax  brack- 
ets— 36^  on  .axabic  joint  income  greater 
than  SI40.00U  and  39.6''c  on  any  taxable  in- 
come over  S250.000.  The  plan  effectively  ere-  '  Do™»«  "—^  •" 
ates  many  other  top  marginal  rates  as  well,  since  the  benefits 
of  persoiul  exemptions  and  itemized  deduaions  are  phased 
out  for  higher  income  taxpayers.  In  addition,  by  removing  the 
cap  that  used  to  limit  Medicare  payroll  taxes,  the  plan  turns 
the  Medicare  premium  into  yet  another  income  surtax.  (Until 
now.  the  1.45^  rate  for  salaried  workers  and  the  2.9^  rate 
for  the  self-employed  had  phased  out  on  incomes  above 
$135,000.)  Add  up  all  these  increases,  and  in  an  extreme  case 
a  wealthy  taxpayer  can  face  a  marginal  rate  of  nearly  46'f . 
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Avoiding  this  increase  is  nearly  impossible  for  those  at  the 
bottom  end  of  the  new  brackets—let's  call  them  the  working- 
stiff  rich.  While  there  is  some  scope  for  minimizing  the  bite  ( see 
box.  page  48).  the  bottom  line,  says  George  Barbee.  a  partner  ai 
Price  Waterhouse.  is  that  "there's  not  a  whole  k>t  you  can  do 
about  the  new  taxes  other  than  pay  them."  Thai's  why  some 
economists  insist  the  Administration's  revenue  forecasts  are 
realistic.  Says  Jane  G.  Gravelle  of  the  Congressional  Research 
Service:  "There  is  no  evidence  that  you  would  have  a  larec 
decline  in  reported  income  under  the  Clinton  plan. " 

This  confident  view  is  supported  by  the  198Us'  experience 
with  taxes  and  saving  rates,  i'he  overall  saving  rate  fell  carlv  m 
the  decade  even  as  generous  tax  incentives  were  put  in-place. 
such  as  individual  tetireriKnt  accounts.  After  such  breaks  were 
scaled  back,  saving  rates  actually  started  to  move  up  again.  Sj>  v 
Henry  J.  Aaron,  direaor  of  economic  studies  at  the  Brookinc^ 
Institution:  "Almost  without  exception,  forecasts  of  the  etteciv 
of  taxes  on  real  behavior  have  exceeded  ihc 
aaual  responses. " 

Other  economists  argue  thai  the  iruK 
wealthy  are  different.  In  studying  federal  i.iv 
records  from  1951  to  1990.  Daniel  R.  Fecn 
berg  of  the  National  Bureau  of  Economic 
Research  and  James  M.  Poterba  of  the  S\.i- 
sachusetts  Institute  of  Technotogy  found 
that  the  biggest  increases  in  reported  income 
occurred  among  the  top  one-tenth  of  one 
percent  of  taxpayers.  The  largest  gains  came 
in  1987  aixl  1988.  after  the  sharp  rate  rcduc- 
tkxis  of  the  1986  tax  reform — suggesting  that 
the  rich  do  respond  to  rate  changes. 

More  recently.  Feenberg  and  economist 
Martin  FeMstein  have  produced  a  study  of  the 
Ointon  tax  plan.  Despite  the  relative  lack  oi 
shelter  today,  the  wealthy.  Feenberg  arcuc^. 
can  and  will  reduce  their  taxes  by  shifting  in- 
vestments to.  say.  tax-free  municipal  bonds  i<r 
by  taking  raises  in  the  form  of  stock  options  or  other  deferro: 
compensation.  If  the  rich  succeed  in  reducing  their  reponcJ 
income  by  W^.  the  study  asserts.  Ointon  s  higher  perxm.il 
taxes  wouM  actually  k>se  revenue.  Feenberg  s  best  estimate:  I: 
will  bring  in  no  more  than  half  the  hoped-for  new  revenue. 

Who's  right?  It  is  always  hard  to  distinguish  respon^.s 
spurred  by  tax  changes  from  other  forces  buffeting  the  eci'i^<  - 
my  Fortune's  guess:  Feenberg  s  skeptical  prediction  will  .  - .: 
up  a  tot  ckiser  to  the  mark  than  Gravelle  s  confident  one 
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Leaving  the  U.S.  is 
tempting  when  you 
look  at  the  consequences  of 
living  in  this  zoo  we've  cre- 
ated for  ourselves. 

PaulH.O'Nqu 
CEO.  Alcoa 


hy  the  dgcks  on  Capiiol  Hill.  The  lillie  of  it 
that  renuins.  says  Red  Caveny.  president  of 
the  American  Foreil  and  Paper  Associa- 
tion, "will  have  vinually  no  effect  on  leduc- 
ine  the  investment  penalty  in  our  industry." 

Another  prime  source  of  perversity  in  the 
tax  code  is  its  treatment  of  the  foreign  in- 
come of  U.S.  multinationals.  Companies  re- 
ceK'c  a  credit  for  taxes  paid  overseas,  and 
the  money  they  earn  abroad  is  typically  not 
taxable  until  it  is  repatriated.  But  over  and 
ov'er  again.  Congress  and  the  I RS  have  writ- 
ten complex  provisions  into  the  code  to  try 
to  make  companies  pay  as  much  tax  as  pos- 
sible in  the  U.S.  This  is  temtically  popular 
on  Capiiol  Hill,  where  legislators  tend  to 
equate  any  o\erseas  operations  with  "ex- 
poned  jobs." 

Unfortunately  much  of  this  patriotic 
rulemaking  has  backfired.  One  set  of  IRS 
restrictions — jusi    lichiened    in    the    IW3 


;  act — is  designed  lo  limit 
I  how  much  money  a  compa- 
:  ny  can  accumulate  in  a  sub- 
sidiary overseas.  If  cash  on 
hand  goes  over  a  certain  ra- 
tio of  a  local  operation's  as- 
sets, it  is  considered  income 
in  the  U.S.  and  subject  lo 
tax.  But  companies  are  un- 
likely to  let  (hat  happen. 
Says  the  lax  director  of  one 
of  the  biggest  U.S.  multina- 
tionals: ~l  have  S30  millkm 
in  Switzertartd.  and  now  I'm 
going  to  reinvest  it  in  other 
foreign  subsidiaries  rather 
than  pay  these  taxes.  It's 
really  stupid,  and  we 
wouldn't  necessarily  have 
done  this  otherwise,  but 
hey.  it's  my  job  to  make 
sure  we  have  as  much  cash 
as  possible." 

Why  do  dumb  ideas  like 
these  become  ensconced  in 
the  tax  code?  One  big  reason  is  that  fixing 
them  woukl  cost  the  government  revenue, 
and  given  the  size  and  persistence  of  the 
federal  budget  deficit,  tax  legislation  over 
the  past  decade  has  largely  been  driven  by 
revenue  needs,  not  by  whether  a  polk^' 
makes  economic  sense. 

Consider  the  research  and  devekjpment 
tax  credit.  Most  economists,  liberals  and 
conservatives  alike,  consider  it  a  classic  case 
of  using  tax  policy  to  further  a  public  good. 
R&D  generates  benefits  lo  society  greater 
than  the  benefits  to  niJividual  companies, 
so  the  nation  as  a  whole  will  be  better  off  if 
the  government  provides  a  subsidy 

Yet  the  credit  is  consistently  treated  like 
a  political  volleyball.  It  is  renewed  only 
year  by  year  aiKl  sometimes  alkiwed  lo  ex- 
pire only  to  be  reinstated 
retroactively  In  the  btest 
go-round.  Congress  decid- 
ed to  extend  it  for  three 
years  because  making  it 
permanent,  as  President 
Ointon  originally  request- 
ed, woukl  have  forced  bud- 
geters  to  add  S9.6  billion  of 
lost  revenue  to  their  five- 
year  deficit  projection,  vs. 
S-).9  billion.  Such  bogus  ac- 
counting is  more  than  mis- 
leading: It  also  imposes  a 
serious  cost.  "The  signal 
such  constant  uncertainty 
sends  a  U.S.  multinational 


is.  Do  your  R&D  oftshore/"  says  Roben 
Perlman.  \icc  president  lor  ixxes  ji  Intel. 

Hunger  for  revenue.  whctieJ  hy  «>ak- 
thc-rich  populism,  is  also  behind  Ifie  latest 
move  to  tighten  the  tax  deduaibilily  ol 
business  meals  and  entertainment.  Ycmi  can 
bet  most  Congressmen  are  «ell  aware  thai 
"business  meals"  include  the  truck  drier's 
on-the-road  omelet  as  well  as  the  arbitrag- 
er's expense-account  caviar.  And  many  on 
Capitol  Hill  also  worry  about  the  very  real 
risk  that  limiting  this  deducuon  couM  cnsi 
a  number  of  restaurant  worxers  their  jobs, 
much  as  I990's  impositioc  of  a  "luxury 
tax"  sparked  widespread  layoffs  in  the 
boat-buiMing  and  private  aircraft  industries 
(see  box.  next  page). 

So  why  do  it?  Because  cunmg  the  deduc- 
tion from  80Tf  of  cost  to  511^  is  projected 
to  pttxluce  a  juicy  515  bjlk>n  in  rcvenui 
over  five  years.  That  almosi  equals  the  Sl^ 
billion  that  raising  the  corporate  income  ta\ 
rate  from  34^  to  35%  is  ex;«cted  to  gener- 
ate. The  new  limit  on  business  meals  ihu^ 
altows  legislators  to  insist  they  held  the  lini 
on  raising  the  corporate  rau  still  further— 
the  President's  original  tariei  vias  3fiO  — 
while,  in  effect,  delivennc  a  convenient 
back-door  rate  increase. 


w 


■  ITHOLT  a  doubt,  the 
worst  io;a  in  the  Presi 
dent's  :3x  pjckjic— 
albeit  j  politically  pup 
ular  I'ne — was  hi- 
sharp  ixrcase  in  m.ir 
ginal  tax  rates.  In  place  of  the  prev  kius  iiif 
rate  of  31^1-.  these  will  now  ranee  from  .•(>' 
to  as  much  as  46*^  for  cenain  highly  pai^ 
iixlividuals.  who  gradually  bse  the  henen 
of  iKinnal  dcductkms  and  eiempiions.  Th. 
chief  sin  of  higher  marginal  rates  is  that  the^ 
intensifv  what  is  already  the  tax  code's  wors 


THE  UNEVEN  TAX  BITE: 


...an  t«.*r 
panwiil  tuM 


iU3z) 


Th*  dcducttUty  of  cerporatt  McTMt  parmwils  cipliins  this  gjp . 
The  aumptt  aboo*  aiMmcs  uxpayw*  ara  in  the  39.6°<  bracket. 
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TAXING  WEDDED  BLISS 


feauurc — ii«  perMSienl  has  againsl  buxncss 
inxvsliTKni. 

Inx'estment.  alter  all.  h  ihe  main  ntiiiur 
Ihal  drKcs  impro\«fnenis  in  competiine- 
nets  and  living  standards.  And  »hile  >tHi 
won't  find  many  poltcymakers  or  politicians 
arguing  for  ways  to  suppress  it.  the  tax  code 
has  long  done  iusi  thai.  It  does  so  mainly  In- 
raising  the  cost  of  capital.  Think  of  the  cost 
of  capital  as  the  pretax  return  any  invest- 
ment must  generate  to  cover  operating  ex- 
penses and  still  provide  a  suflicient  alter-iax 
■etum  to  altraa  investors.  Any  increase  in 
corporate  and  individiul  income  taxes  inev- 
itably raises  the  cost  of  capital  and  thus 
makes  new  investments  less  atlractKe.  at  the 
margin. 

Keep  in  mind  that  it  is  the  combined  efTcci 
of  the  corporate  and  indnidual  income  tux 
that  does  the  damage.  First  the  corpuraie 
income  tax  takes  its  bite  out  of  corporate 
earnings:  then  the  individual  income  tax  is 
applied  towhat's  left.  Before  the  Clinton  bill, 
the  combined  corporate  and  individual  tax 
bite  on  earnings  paid  out  as  fully  taxable  divi- 
dends was  55*^.  Now  the  government  s  take 
is  up  to  61^ — and  that's  before  stale  and 
k)cal  income  taxes.  Happily,  because  the  top 
individual  tax  on  capital  gains  was  not  raised, 
earnings  retained  by  corporations — which 
Iheureiically  pay  off  for  shareholders  in  the 
form  of  a  rising  stock  price — still  face  a 


MHncwIul  ky»et  burden. 
The  new  kw  worsens 
another  lun^-sianding 
pcrvcrsitv  in  the  tax 
code — Ihe  incentive  it 
gives  companies  to  h- 
nance  investment  with 
debt  lather  than  equity. 
Debt  makes  out  best 
from  a  cosi-ot-capital 
viewpoint  because  the 
interest  on  it  is  tax  de- 
ductible for  corpora- 
tions. After  corporate 
and  individual  taxes, 
only  34  cents  remain  of 
a  dollar  paid  out  in  divi- 
dends, v^.  tiO  cents  of  a 
dollar  of  interest  on  cor- 
porate borrowing.  That 
gap  is  troubling  not  jusi 
because  US.  business 
got  too  hooked  on  debt 
in  the  I9ti0s  but  because 
for  many  of  tomorrow's 
growth  companies —  ^^^^HIHMB 
startups  and  brainpower  businesses  with  big 
research  bills  and  small  fixed  investments — 
issuing  equity  is  their  only  option.  Says 
George  N.  Haisopouk>s.  CEO  of  Thermo 
Electron,  a  high-tech  manufacturer  in  Wal- 
iham.  Massachusetts:  "The  absence  of  col- 


^V|  Here's  a  shocking  tax  tip:  If  you  and  lour 
[%>^^  spouse  each  repon  lavable  inctHne  of  S^riMXKI 
MmS  (lucky  youl).  under  the  Oinion  plan  \«u  can 
sase  SV.UUI  a  year  in  ta.xes — by  getting  diwuced. 

We  don't  recommend  it.  ol  course,  but  why  d<v.*s 
Ihe  tax  code  even  send  this  perser^e  signal'.'  It  started 
with  the  President's  pcximise  to  slap  "a  surtax  on  mil- 
liofuires."  Problem  was.  when  his  minions  crunched 
the  numbers,  they  found  that  a  3.6%  'surtax  "  on  such 
folk  dkJn't  produce  nearly  enough  monev  Their  defi- 
nition of  "millionaire"  had  to  drop  dovn  lo 
S2S0.00O— and  ignote  whether  that  sum  was  on  a  joint 
or  an  individual  return — to  raise  the  kind  of  revenue 
they  wanted  (thus  adding  a  new  word  to  the  language, 
at  least  among  tax  attorneys:  quanermillionaire  i. 

Typically,  to  minimize  the  marriage  penally,  the  tx\ 
code  sets  a  gap  between  the  taxable  income  le\«ls  at 
which  individual  and  joint  filing  rates  kick  in.  (The 
new  36%  bracket,  for  instance,  starts  at  SllS.tXK)  for 
singles  and  S140.(XX)  for  marrieds.)  But  reducing  the 
surtax  ihreshokl  bekiw  S250.(XX)  for  singles  »ould 
have  pushed  it  too  far  down  toward  the  middle  dass — 
bad  public  relations! — while  raising  it  for  couples  cost 
too  much  revenue.  That's  why  for  America's  rich,  one 
way  to  spell  tax  relief  now  is  D-I-V-O-R-C-E. 


lateral  makes  It  virtually  impossible  lor  such 
companies  lo  rely  on  debt  financing  " 

Most  of  America's  competitors  in  the 
gkibal  marketplace  offer  far  mt^re  reliei 
from  the  double  taxation  ol  corporitc 
earnines.  Cermanv.  for  instance.  i!i\cv 


NO  AIRPLANES,  NO  REVENUE,  NO  JOBS 


|M|Q  Every  now  and  then  Washington  does  something  so 
WTJM  breathtakinely  stupid  thai  you  can  l  even  whisile — 
■Mkaa  you  can  only  shake  your  head.  The  ill-fated  "luxury 
tax  "—enacted  as  part  of  the  1990  del'  :it  reduction  law  and 
largely  repealed  in  ihis  year's  budget  bill — is  such  a  thing. 

The  liuury  tax  crept  quietly  into  the  closed-door  negoiia- 
tnns  that  led  up  to  the  1990  budget  deal.  Its  champions  were 
Democratic  Congressmen  seeking  to  ensure  that  the  rich 
would  "pay  their  fair  share."  as  House  majority  leader  Rich- 
ard Gephardt  put  it  at  the  time.  Sour.J  familiar?  The  Bush 
Administration  went  along,  either  cravenly  or  cynically,  and 
the  tax  went  into  etfeci  in  1991 — a  IC"?  excise  on  the  sale  of 
prKier  jewelry,  furs,  and  certain  expensis-e  planes  and  auto- 
mobiles. No  public  hearings  were  held  and  little  heed  was 
paid  to  warnings  from  people  in  Ihe  affected  industiies  lhal 
the  tax  woukj  has-e  dire  unintended  consequences. 

The  Chicken  Littles,  it  turns  out.  were  right.  Consider  ihe 
case  of  Beech  Aircraft  Corp..  a  Raytheon  subsidiary  thai  domi- 
nates the  small  "owner-flown  "  market  for  new  planes.  In  1991. 
Beech  sold  80  fewer  planes  than  it  had  been  anticipating  before 
Ihe  luxury  tax  took  effect.  The  cost:  SI30  million  in  losi  sales 
and  net  kisses  of  480  jobs  for  thai  year.  Jusi  to  make  sure  it  was 


Ihe  luxury  tax  and  not  the  recession  that  had  caused  (his  cra^h 
landing.  Beech  management  surveyed  its  dealers  and  sales 
force.  They  confirmed  the  anecdotal  evidence  that  the  ta.\  «.is 
the  culprit.  An  industry  trade  group  then  commissioned  Price 
Waterhouse  to  go  back  and  document  the  findings. 

Meanwhile,  the  news  from  the  revenue  front  was  equally 
grim.  The  Congressnnal  Joint  Tax  Committee  had  estimated 
that  the  luxury  tax  wouM  raise  S6  million  from  airplane  sales 
alone  in  fiscal  1991.  The  aaual  take?  SS3.000.  The  ta\  cap- 
sized the  boat-building  business  loo.  Legislators  from  nautical 
states,  such  as  Maine  and  Maryland,  led  the  repeal  etfon. 

This  sad  tale  provides  an  unusually  clear  example  ol  one  ot 
the  foggier  concepts  in  economics:  the  "dead-weight  loss"  in- 
herent in  taxes.  A  dead-weight  toss  reflects  a  cost  imposed  on 
some  individuals  without  any  offsetting  benefit  to  others — a 
pure  economic  inefficiency.  Professors  in  the  past  were  usual- 
ly driven  to  wacky  hypothetical  extremes  to  illusiraie  the 
idea — the  Impact,  say.  of  a  SI  million  tax  on  poodles.  No  tonc- 
er.  The  all-too-real  luxury  tax  had  all  the  elements:  People 
Mho  would  have  liked  to  buy  new  airplanes  did  not  bu\  them, 
workers  who  would  have  been  emptoyed  building  the  air- 
planes were  idle,  and  the  government  got  next  to  no  revenue. 
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slurehKlUcrs  j  crcdii  jfumM 
ihtfir  indJMdujI  taxes  lo  ollsei 
the  ia.\es  alrcjd>'  pjid  on  divi- 
tiimis  ai  the  curponiie  lc\«l 
and  imposes  no  lax  whalsoexfr 
on  long-term  capital  gains. 
Other  nations  such  as  Britain. 
Canada.  France,  and  Japan  al- 
low either  corporate  or  individ- 
ual taxpayers  a  panial  credit  or 
deduction  on  dividends. 

Though  many  countries  have 
higher  corporate  tax  rates  than 
the  U.S..  most  also  offer  gener- 
ous depreciation  allowances 
(which  permit  corporations  to 
drastically  reduce  taxable  in- 
come) and  various  kinds  of  in- 
vestment tax  credits  (which 
effectively  forgive  some  taxes 
for  companies  that  invest  in 
plant  and  equipment).  The 
1986  tax  reform  elimmated  most  such 
breaks  in  the  U.S.,  in  exchange  for  lower- 
ing corporate  rates. 

The  U.S.  code  also  penalises  corporate 
investment  by  favoring  investment  in  hous- 
ing— which  is  essentially  untaxed.  The  new 
higher  tax  rates  only  intensify  housing's 
relative  attractiveness.  American  politi- 
cians may  wince  at  the  point,  but  other 
countries  are  considerably  less  generous. 
Half  the  major  industrial  countries  eive  no 
deduction  tor  mongage  interest.  Some, 
such  as  ltal>.  Spain,  and  the  Netherlands, 
odd  an  imputed  return  on  your  housmg  in- 
vestment to  >our  income,  thus  raising  your 
taxes  and  diminishing  real  estate's  edge 
over  the  altemativTS. 

THE  CONSEQUENCE  of 
these  international  dif- 
ferences is  that  many  U.S. 
companies  confront  higher 
capital  costs  than  their  com- 
petitors That  gap  may  ex- 
plain, at  least  in  part,  why  investment  in 
pmate  nonresidential  capital  grew  a  mere 
l.yc  a  year  in  the  U.S.  during  the  1980s, 
according  to  the  Organization  for  Eco- 
nomic Cooperation  and  Devekipment.  By 
contrast,  such  investment  rose  an  average 
of  ^.Z''r  a  >ear  among  the  OECD's  23  oth- 
er member  nations. 

For  Americas  small  businesses,  the  lat- 
est tax  inacases  are  coming  through  the 
front  door  like  Amok)  Schwarzenegger  in 
Tcrminatur  II  Most  small  businesses  are 
sole  proprieiorships.  pannerships.  or  mi- 
called  Subchapter  S  curporaiHins.  whose 


I  would  repeal  the  Inter- 
nal Revenue  Code  and 
start  over. 

SHiRLrrPrrcRSON 
Former  IRS  CoMMissraNCR 

owners  pay  tax  as  individuals.  Though  they 
don't  face  the  double  taxation  that  tradi- 
tional corporations  do.  entrepreneurs  who 
were  paying  31ft  and  now  see  their  top 
rate  climbing  higher  than  40<r  will  still  be 
faced  with  a  one-third  increase  in  their 
marginal  tax  rates.  And  it's  retroactn-e  to 
January  1.  1993! 

The  President  and  his  top  aides  have 
spent  a  lot  of  time  trying  to  put  a  positive 
spin  on  the  small  business  impaa  of  the  tax 
bill.  They  point  out  the  benefit  of  falling  in- 
terest rates — admittedly  a  big  plus,  though 
it's  not  clear  how  much  their  budget  plan 
deserves  the  credit — and  assert  that  only  a 
few  hundred  thousand  of  the  nation's  nine 
million  small  businesses  will  be  hit  by  the 
higher  rates. 

But  it  is  the  fast-growing  small  business- 
es, which  are  the  catalysts  of  job  creation, 
that  are  surely  among  the  select  group  fac- 
ing a  tax  increase.  Predias  Mary  Smalli- 
can.  a  partner  at  Deloitte  &.  Touches 
oflke  in  Oakland:  "The  companies  that 
will  be  hurt  the  most  are  those  that  pk)w 
earnings  back  to  fuel  growih.  The  extra 
cut  out  of  profits  will  give  them  a  much 
higher  cost  ol  capital  " 

Ronald  Sandmever  Jr.  who  runs  Sand- 


|:   meyer  Steel,  a  small  manulac- 
:   turer  with    I"   cmpk>>ees   in 
;    Philadelphia,  rciniorces  that 
\    gkximy    auessmcnt.    Sj\s    he: 
"Higher  taxes  just  mean  k-ss 
money  left  to  buy  new  equip- 
ment   and    hire    new    people. 
We're   going   lo    haxe   to   he 
cautiouv" 

Some  businesses  retrenched 
even  before  the  tax  bill  passed. 
George  Sydnor  is  president  ol 
James  McGniw  Inc..  a  S-U)-mil- 
lion-a-year  distributor  in  Rich- 
mond. His  maui  customerN  are 
small  manufanurers.  Back  in 
March  1991  Sydnor  began  hir- 
ing and  expanding  based  on 
the  strong  orders  that  tspicaliy 
predate  an  expansion.  But  as 
uncertainty  caused  by  the  Clin- 
ton plan  mounted,  he  got  in- 
creasingly nervous.  Says  he:  "'\\e  decided 
to  take  all  that  overhead  back  out  on  the 
first  of  June — 9^  of  our  payroll,  ten  of  our 
155  emptoyees." 

Discontent  with  the  tax  system,  never 
muted,  is  likely  to  increase  in  volume  as  the 
pain  inflicted  by  this  year's  ta.v  increase  hl- 
ters  out  into  the  economy  .At  the  same  time. 
the  need  to  keep  hacking  a»a>  at  the  budget 
deficit  will  keep  the  hea:  on  Congress  to 
find  new  revenues.  Even  the  Administra- 
tion's forecasts  show  the  (ieficit  barely  tail- 
ing and  then  growing  rapidK  again,  begin- 
ning in  1997. 

All  this  is  creating  pressure  in  the  poli- 
cymaking corridors  of  Washington — and 
not  just  in  the  univenities  and  think 
tanks — for  real  root-and-branch  tax  re- 
form. A  careful  reading  of  the  political 
thermometer  suggests  that  the  countrv 
inay  be  in  a  period  simihi  to  that  of  the 
late  1970s,  when  ferment  for  reform  was 
buikJing  and  eventually  boiled  u\er  inio 
the  Tax  Reform  Aa  of  1986.  Even  Presi- 
dent Ointon.  in  a  recent  interview  wiih 
Fortune  (August  23).  a:knowledced  hi^ 
desire,  once  he  finishes  with  health  care 
reform,  to  have  a  national  "debate  "  on  tux 
reform,  focusing  on  what  tax  regime  would 
"create  the  most  jobs." 

Much  of  the  talk  has  centered  on  the 
idea  of  adopting  a  European-six  le  value- 
added  tax  (VAT)  to  augment  or  replace 
pan  of  the  income  tax  svstem.  Clinton  ex- 
pressed interest  in  thai  concept  in  ihe 
Fortune  interview.  Coupled  with  sensible 
retorm  of  the  income  lax — broadenint  the 
income  base  bv  reducinc  deductions.  e.i>- 
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ing  the  double  liXJtion  oi  lorpt'raie  earn- 
ings, and  culling  nurginal  raicv  lor  in- 
stance— a  «ell-desicned  \'AT  could  go  tar 
toward  improving  the  L'.S.  tax  svMem.  But 
when  Oinion's  aides  Hoated  the  idea  ot 
using  a  VAT  to  pay  for  health  care  re- 
form—on April  15.  of  all  da>s — that  trial 
balloon  was  shot  down  with  alacrity.  And 
Che  short,  unhappy  life  of  the  BTU  energy 


lax — the  AJminiMralion  s  one  true  ta\ 
fKiia-y  innoxjtion — al>o  showv  the  diHicul- 
i>  of  introducing  a  new  kind  of  ia\. 

A  mure  rexoluiionary  idea — and  the  one 
most  favored  h\  many  of  the  more  than  4il 
tax  specialists  interviewed  for  this  article — 
i>  to  replace  the  existing  system  with  a  far 
simpler  tax  code  designed  lo  encourage 
Naxine  and  investment.  One  who  thinks 


such  a  change  «ill  comt-  in  DjMd  F.  Br.iJ 
fiird.  a  Princeton  economist  «h«)  in  I""" 
led  the  Treasur>  team  inji  produced  Blue- 
pnnii  liir  Hii\u  Fiix  Rcu*i>i.  j  cull  cI.ismc 
among  lax  pjilicy  experts  (and  still  in 
print).  Says  he:  "There  «s  increasing  doubt 
that  the  income  tax  as  it  exists  now  iN  j 


A  BETTER  WAY  TO  TACKLE  THE  DEFICIT 

by  Michael  J.  Boskin 


■  President  Ointon  claims  that  his  economic  plan — the 
latest  "major  attack"  on  the  federal  budget  deficit  to  be 
launched  by  Washington — will  reduce  the  deficit  by  almost 
SSOO  billion  over  lix«  years  and  create  eight  million  new  jobs. 
Nonsense.  If  these  goals  are  reached,  it  will  be  in  spite  of.  not 
because  of.  his  program.  .My  estimate,  which  is  in  the  midrange 
of  most  private  forecasters,  is  that  the  Clinton  plan  will  rrduce 
GDP  almost  O  a  year  below  what  it  otherwise  would  have 
been,  leading  to  hundreds  ot  billions  of  dollars  of  bst  output 
and  about  700.000  fewer  new  jobs  over  the  next  several  years. 

Far  worse,  the  new  plan  does  almost  rvothing  to  get  the 
king-run  deficit  under  control.  After  falling  for  a  while,  the 
deficit  stans  growing  rapidly  again  after  1996.  The  reason:  an 
expk>sion  in  spending,  first  for  health  care  and  then  in  the 
early  21st  century  for  retirement  programs  when  the  baby- 
boomers  hit  their  60s.  As  the  day  approaches  when  a  majority 
of  voters  are  net  recipients  of  income  from  ihe  government,  it 
may  become  impossible  to  rein  in  federal  spending. 

What  should  be  done?  Begin  by  recognizing  that  the  criti- 
cal issue  is  not  the  budget  deficit  per  se.  but  improving  eco- 
nomic growth  and  raising  living  standards.  The  main  reason 
to  reduce  the  delicit  is  to  decrease  the  drain  on  private  saving 
available  for  productive  business  investment.  That  invest- 
ment, in  turn,  is  essential  to  speeding  growth.  Accept  this, 
and  it  becomes  clear  why  policies  that  try  to  cut  the  deficit  but 
also  tower  private  saving  or  investment,  such  as  higher  busi- 
ness and  personal  tax  rates,  are  circular  and  foolish. 

The  least  harmful  way  to  bring  down  the  deficit  is  to  sk>w 
government  spending  while  simultaneously  reforming  the  tax 
code  to  reduce  obstacles  to  growth  and  pursuing  other  poli- 
cies that  strengthen  the  economy,  such  as  trade  liberalization 
and  market-based  health,  education,  regulatory,  and  legal  re- 
forms. There  are  three  reasons  to  focus  on  spending. 

First,  spending  cuts  deliver  a  more  permanent  decrease  in 
the  deficit.  New  taxes  often  don't  raise  the  revenue  that  bud- 
geteers  project,  and  there's  always  a  risk  that  any  revenue 
they  do  bring  in  will  be  diverted  not  to  deficit  reduction  but  to 
future  spending  increases. 

Second,  those  concerned  about  the  "fairness"  issue  should 
k>gicalK  focus  first  on  cutting  subsidies  to  the  rich  on  the 
spending  side  of  the  budget.  Example:  Trim  the  share  of 
Medicare  insurance  premiums  paid  for  by  government  for  re- 
tirees with  hieh  itKomes. 


Finally,  a  sizable 
amount  of  federal 
spending  wouldn't 
be  justified  even  if 
the  government  ran 
regular  budget  sur- 
pluses. Procedural 
reforms  like  zero- 
based  budgeting 
and  a  line-item  veto  woukl  help  pinpoint  this  waste.  €ongress 
just  voted  to  eliminate  the  tea-lasting  board.  That's  a  start,  but 
why  not  lake  on  postal  subsidies  or  myriad  other  candidates.' 

The  most  urgent  need  is  to  come  to  grips  with  so-called 
entitlement  spending.  Programs  like  Social  Security.  Medi- 
care, and  Medicaid,  which  grow  on  automatic  pilot,  now  ac- 
count for  over  half  the  federal  budget,  net  of  interest. 
Capping  the  growth  of  all  entitlements  other  ihan  Social  Se- 
curity at  inflation  plus  eligible  population  growth  would  save 
two-thirds  of  a  trillion  dollars  over  ten  years  and  leave  the 
federal  budget  balanced.  (That's  mainly  because  federal 
health  care  spending  is  currently  expected  to  rrse  at  triple  the 
general  inflation  rate.  I  Such  a  cap  could  be  made  to  work  any 
number  of  ways — through  partial  cost-of-living  adjustments, 
extending  retirement  ages,  reducing  subsidies  to  better-off 
families,  increasing  deductibles,  or  other  controls.  The  main 
thing  is  to  impose  a  cap  and  force  Congress  t?  decide  how  to 
live  within  it. 

On  the  tax  front,  the  new  high  rates  have  unfortunately  re- 
duced incentives  lo  create  income,  wealth,  and  hence  jobs.  A 
far  wiser  approach  woukj  be  to  move  toward  ia.xing  con- 
sumed income,  thereby  eliminating  the  double  ta.Nation  of 
saving.  This  could  be  done  by  restoring  tax-deferred  individ- 
ual retirement  accounts  and  expanding  them  to  include  sav- 
ing for  any  purpose  (including  reinvested  capit.ii  gains). 
Another  step  would  be  to  integrate  corporate  and  personal 
income  taxes  and  eliminate  the  double  taxation  of  corporate 
income  (for  more  on  these  approaches,  see  main  story).  A 
simple.  k}w-rate  tax  code  ak>ng  these  lines  could  collect  as 
much  or  more  revenue  than  the  current  system  while  increas- 
ing national  saving,  investment,  entrepreneurship.  and  eco- 
nomic growih.  Maybe  next  time. 

.Michael  J.  BoiKls.  a  Sunford  fconomici  protetior and  A'^fni<in  tnwrpnu- 
Institutt  \iutmg  felloe,  otatrtd  tht  Bush  Council  of  Economic  Ar.\  kws 
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Ijir  ij\.  Ii  «  i»>i.  jruJ  when  cn«>ui:h  ptopic 
unJcrsunJ  ihjt.  ihc>'ll  ■>J>.  Lci  \  uo  hj^K 
jnU  rcwriii  ihi  rulcv'  " 

WHAT  HE  jnd  others 
hove  in  mind  is  a  s>s- 
lem  known  us  a  "con- 
sumed-income  lax.  " 
Se\«Tat  variaiions  ha\e 
been  created  over  the 
years.  What  (hey  have  in  common  is  thai 
they  lav  gross  income  mmiis  savings,  m} 
that  citizens  pay  taxes  on  what  Ihey  spend 
in  a  fKcn  year  rather  than  on  what  they 
earn.  This  would  essenltally  treat  savincs 
the  way  pensions  are  treated  now-  under 
the  ta.\  code — no  tax  when  the  monev  eues 


into  vxur  account  hut  lull  ta\  when  Us 
«nhUrj»n 

in  a  pure  i'on>umcd-inc«me  ta.\  system, 
there  would  he  almost  no  other  deduaion^ 
Rates  ol  ia.xaiion.  howescr.  could  be  adjust- 
ed lo  whatever  political  realities  required — 
that  is.  they  could  be  made  as  or  mote  pro- 
fressive  than  the  current  system.  The  cor- 
porate ia.x.  under  many  variations  of  this 
system,  would  be  replaced  with  a  much  sim- 
pler tax  on  cash  flow  rather  than  on  profits. 
The  lax  would  thus  get  rid  of  nearly  all  de- 
duaions  and  their  consequent  complenty 

A  tax  plan  along  these  lines  may  soon  be 
introduced  in  the  Senate.  It  carries  a  more 
user-friendly  name — "the  savings-exempt 
income  tax" — and  its  sponsors  include  Re- 


publican Peie  Domenici  ol  Ne«  Mexko  and 
Democrat  Sam  Nunn  of  Georcia.  Obverxes 
Senator  Tom  D.i^-hlc  (D-South  DakotJi: 
"There  i»  cixiwinc  bipartisan  support  in 
Congress  for  moving  away  from  reliance  on 
the  income  tax  and  toward  a  omsumpiion- 
based  system." 

The  obstacles  to  accomplishing  vo  mas- 
sive a  change  are  forniidable.  They  include 
selling  the  concept  to  a  highly  skeptical  ciii- 
zenry.  ensuring  that  the  new  plan  doosn  i 
become  a  kibbyisis'  cornucopia,  and  dcsii:n- 
ing  a  transition  from  one  system  to  another 
But  given  the  sorry  stale  of  the  current  sys- 
tem, the  end  result — a  more  rational,  pro- 
growth  lax  system — surely  makes  the  ertort 
worth  attempting.  □ 


SEVEN  WAYS  TO  STILL  SAVE  ON  TAXES 


.^73  No  one  said  you  couldn't  take  evasive  action.  In  fact. 
V'ul  ''^^  famed  (and  improbably  named)  Judge  Learned 
.J.3m  Hand  of  the  Second  Circuit  Appeals  Coun  once  said. 
"Anyone  may  so  arrange  his  affairs  thai  his  la.xes  shall  be  as  k>w 
as  possible:  he  is  not  bound  to  choose  that  patiern  which  will 
best  pay  the  Treasury:  there  is  not  even  a  patriotic  duty  10 
increase  one's  taxes. "  Some  ways  to  lolkjw  Hand's  advice: 

■  WRITEOFF  FOR  RETIREMENT.  The  surest  means  to  avoid 
lax  is  to  not  report  income,  and  thai  s  what  ihe  tax  code  leis 
vou  do  with  some  reiiremeni  savings.  If  your  company  offers  a 
4<)l(k|  plan  and  you  earn  enough,  vou  can  put  away  up  lo 
S8.V4  this  year.  If  you  have  no  company  pension  and  an  ad- 
justed cross  income  of  less  ihan  S-tO.OOU  (for  a  joint  return), 
vou  can  write  otf  contributions  to  an  individual  retirement  ac- 
count. For  the  self-employed.  Keogh  and  simplified  employee 
pension  plans  generally  allow  you  to  shelter  up  to  1 3'>  of  your 
earnings,  with  some  limits. 

■  GO  FOR  GAINS.  Now  that  the  gap  between  capital  gains  tax- 
es and  income  taxes  has  widened  (28'^  vs.  the  new  36%  and 
39.ft'"f  brackets),  consider  reorienting  your  investments. 
Aside  from  the  new  tax  advantage,  investing  for  capital  gains 
has  always  had  strong  points,  including  Ihe  ability  to  let  the 
returns  on  your  investment  compound  free  of  tax  and  Ihe  fact 
thai  such  gains  are  essentially  forgiven  at  death. 

■  SEEK  UNDERTAXEO  INVESTMENTS.  The  new  law  offers  a 
\*'^r  capital  gains  rate  for  equity  investments  held  at  least  five 
years  in  certain  small  businesses — but  not  companies  in  min- 
ing, banking,  engineering,  and  architecture,  among  other 
fields — with  gross  assets  of  S50  million  or  less  . . .  you  get  the 
idea,  preity  silly  stuff.  You  can  also  get  an  actual  aedit 
against  taxes  by  investing  in  selected  low-income  housing 
deals.  Tradlilonal  tax-advantaged  investments  will  also  be 
more  attractive  because  of  the  new  higher  rates.  Interest  on 
municipal  bonds,  for  one.  is  tree  of  federal  tax.  In  addition. 


muni  bonds  issued  by  agencies  wjihln  your  home  state  mav  he 
exempt  from  state  and  local  taxes.  Old  standbys  like  L'.S.  n.iv- 
ings  bonds  and  insurance  annuities  may  make  sense  for  you. 

■  MAKE  MOONUGHTING  PAY.  If  you  have  self-employmeni 
income  from  consulting,  director's  fees,  or  speechmakini:. 
spend  a  few  hours  making  sure  you're  squeezing  out  all  av  jil. 
able  tax  advantages.  You  can  ixpicallv  write  off  most  ex- 
penses— including  things  like  computers  and  software.  Thj 
biggest  deduction  is  for  a  home  office,  if  you  use  a  room  ex- 
clusively for  business  purposes.  But  be  warned:  The  IRS  h.is 
written  a  draconlan  set  of  restrictions  for  this  break 

■  HOME  IN  ON  SAVINGS.  What  your  father  told  you  lonu  .i  j.  > 
was  right.  Even  though  house  prices  area't  zooming,  a  house 
is  still  a  solid  investment,  and  you  can  write  off  lOOO  oi  il.e 
interest  on  your  mortgage — provided  the  loan  is  for  SI  mil- 
lion or  less.  Within  limits,  you  can  also  get  a  deduction  i<>r 
interest  paid  on  a  home  equity  loan  or  line  of  credit. 

■  GIVE  IT  AMKY.  Unless  your  child  is  a  tennis  champ,  his  or 
her  tax  bracket  is  probably  lower  than  yours.  Shift  assets  from 
your  name  to  your  minor  child's,  and  the  investment  income 
will  be  taxed  at  her  lower  rate.  Note,  however,  that  until  vour 
tyke  turns  14.  income  over  SI, 100  is  taxable  at  your  rate.  \ou 
can  also  give  each  child  up  to  SIO.OOO  a  year  without  incurrini: 
gift  taxes — $30,000  for  couples. 

■  DONT  GET  NAILED.  The  new  law  widens  that  old  tar  pn. 
the  alternative  minimum  tax.  Anyone  with  a  stx-figure  incom. 
and  extensive  deductions  should  call  in  an  accountant  lor  .in 
AMT  reality  check.  (Block  out  an  afternoon.)  Other  trjp> ' 
The  law  adds  complexity  to  the  already  tangled  investnur- 
borrowing  rules:  the  lax  treatment  of  moving  expenses  .i:-.: 
club  dues  has  been  tightened:  and  new  rules  govern  chant .■  -  . 
donations.  The  IRS  will  no  longer  accept  a  canceled  chcvk  . 
adequate  proof  of  contributions  over  S250.  Get  a  receipt 
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TUESDAY,  MARCH  7,  1995 

U.S.  Senate, 
Committee  on  the  Budget, 

Washington,  DC. 
The  committee  met,  pursuant  to  notice,  at  9:07  a.m.,  in  room 
SD-608,  Dirksen  Senate  Office  Building,  Hon.  Pete  V.  Domenici 
(chairman  of  the  committee)  presiding. 

Present:  Senators  Domenici,  Grassley,  Gorton,  Snowe,  Abraham, 
Frist,  Exon,  Lautenberg,  Simon. 

Staff  present:  G.  WiUiam  Hoagland,  staff  director;  Denise  Ramo- 
nas,  general  counsel;  and  Brian  Benczkowski,  senior  analyst  for 
transportation  and  science. 

For  the  minority:  William  G.  Dauster,  democratic  chief  of  staff 
and  chief  counsel;  smd  Andy  Blocker,  analyst  for  transportation  and 
justice. 

OPENING  STATEMENT  OF  CHAIRMAN  DOMENICI 

Chairman  DOMENICI.  The  hearing  will  please  come  to  order.  This 
is  a  hearing  on  privatization.  Our  first  witness  is  going  to  be  the 
Honorable  Jack  Kemp,  Co-Director  of  Empower  America. 

We  are  going  to  have  some  brief  opening  remarks,  Jack,  and  then 
we  will  yield  to  you. 

Mr.  Kemp.  Yes. 

Chairman  Domenici.  We  will  see  whether  we  will  handle  ques- 
tions or  whether  we  will  just  move  on  to  the  next  panel.  I  would 
like  to  ask  a  few  questions. 

Fellow  Senators,  it  seems  to  me  that  what  is  going  on  in  Wash- 
ington, now,  is  an  effort  to  move  in  the  direction  of  what  our 
Founding  Fathers  wrote  in  the  Constitution,  a  Constitution  that 
they  thought  was  creating  a  government  of  limited  powers  and  lim- 
ited responsibilities. 

They  would  be  very  unhappy  to  learn  that  the  current  Federal 
Government  owns  oil  fields,  hospitals,  railroads,  Tokyo  office  build- 
ings, electric  companies,  and  loan  portfolios  that  are  larger  than 
most  of  the  financial  institutions  in  the  country. 

Our  Founding  Fathers  would  be  astounded  to  learn  that  the  Fed- 
eral Government  has  become  the  largest  landlord,  owning  one  third 
of  the  land  in  this  great  country  and  4.9  million  housing  units 
which  are  either  owned  outright  by  HUD  or  are  eligible  for  subsidy 
payments  under  the  various  HUD  programs. 

When  George  Washington,  our  first  President,  was  in  office  he 
had  four  Cabinet  secretaries.  He  didn't  have  a  HUD  Secretary  or 
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a  Commerce  Secretary.  He  didn't  envision  GSE's  or  multibillion- 
doUar  lending  programs. 

In  this  hearing  we  hope  to  better  define  privatization  and  how 
it  can  contribute  to  "right-sizing  our  Federal  Government"  while  at 
the  same  time  achieve  some  significant  deficit  reductions. 

We  want  to  explore  ways  to  maximize  privatization  for  better 
Government.  It  isn't  fair  when  private  companies  have  to  compete 
with  the  Federal  Government.  Yet,  one-fourth  of  the  work  done  by 
the  Federal  employees  competes  with  the  private  sector  and  it  usu- 
ally costs  somewhere  between  25  and  30  percent  more  if  the  Fed- 
eral Government  does  it. 

Good  privatization  ideas  are  not  hard  to  come  by,  but  they  are 
hard  to  achieve. 

President  Bush  had  a  Privatization  Commission  which  made  rec- 
ommendations for  low-income  Federal  loan  programs  for  housing 
and  other  purposes,  air  traffic  control,  education  choice,  Postal 
Service  privatization,  and  contracting-out  for  military  commissaries 
and  prisons.  The  Commission  recommended  Federal  sales  of  assets 
like  Amtrak  and  the  Naval  Petroleum  Reserve;  and  had  sugges- 
tions for  changes  to  medicare.  International  Development  Pro- 
grams, and  Urban  Mass  Transit. 

In  previewing  our  witnesses'  testimony,  their  list  of  items  ripe  for 
privatization  parallels  some  of  those  in  the  Bush  Commission  rec- 
ommendations. The  unfortunate  reality  is  that  few  opportunities 
have  been  seized  upon  and  implemented.  I  don't  quite  understand 
that,  because  it  does  seem  to  me  that  privatization  should  and 
could  be  a  winner  for  everyone. 

Private  sector  groups  often  know  that  they  can  provide  a  service 
better  than  the  Federal  Government,  yet  when  they  approach  the 
pertinent  Government  agency,  they  are  often  told,  "private  sector 
need  not  apply."  There  are  scores  of  "lock-out"  provisions  that  are 
the  law  of  the  land,  which  make  it  illegal  for  the  Federal  Govern- 
ment to  contract  with  the  private  sector. 

Other  private  sector  initiatives  are  met  with  disinterest  by  the 
bureaucrats  who  currently  are  doing  the  job  that  could  be  done  by 
others.  The  discussion  quickly  turns  into  a  turf  battle,  and  we  all 
know  there  is  no  fight  like  a  turf  battle. 

Another  criticism  is  that  privatization  initiatives  often  lack  the 
specificity  sufficient  to  evaluate  their  feasibility  and  savings.  It  is 
a  Catch-22.  Few  in  the  private  sector  are  willing  to  invest  in  the 
resources  to  develop  the  proposals  if  the  proposals  are  stamped 
"dead  on  arrival"  at  the  agency's  front  door.  Yet,  without  private 
sector  involvement  and  initiative.  Government-created  solutions 
often  create  more  Government. 

I  hope  that  our  witnesses  can  give  us  some  concrete  suggestions 
for  creating  at  least  a  process  to  maximize  privatization.  President 
Reagan  had  an  office  of  privatization  in  the  White  House,  perhaps 
we  should  consider  whether  we  should  again  have  a  permanent  of- 
fice within  the  White  House.  Perhaps  our  budget  should  set  privat- 
ization goals  and  stipulate  that  a  percentage  of  the  savings  should 
come  from  privatization. 

The  President's  budget  submission  does  have  some  privatization 
initiatives:  selling  Power  Marketing  Administrations;  finally 
privatizing  the  Uranium  Enrichment  Corporation;  selling  the  Stra- 
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tegic  Petroleum  Reserve  and  the  Helium  Reserve.  The  President  is 
recommending  privatization  of  a  part  of  the  National  Weather 
Service  and  corporatizing  Air  Traffic  Control  and  the  FHA.  This  is 
a  good  start,  but  not  nearly  comprehensive  enough  nor  sufficient  in 
quantity. 

I  believe  the  elections  this  past  November  were  about  renewed 
interest  in  systematically  examining  the  metes  and  bounds  of  the 
Federal  Government.  They  want  us  to  study  with  greater  depth 
what  we  ought  to  be  doing  and  what  we  should  not  be  doing.  A 
practical  step  is  to  redefine  the  boundary  between  the  public  and 
private  delivery  of  goods  and  services. 

The  interest  in  privatization  has  been  stimulated  in  part  by  a 
concern  that  Government  has  become  too  large,  too  expensive,  and 
too  intrusive  in  our  lives.  As  a  constituent  recently  told  me,  "get 
the  Federal  Government  out  of  my  pocket,  off  my  back,  and  off  my 
land." 

Our  budget  process  has  been  a  barrier,  also,  to  privatization.  Sec- 
tion 257(e)  of  the  Balanced  Budget  and  Emergency  Deficit  Control 
Act  and  Section  21  of  the  1995  Concurrent  Resolution  prohibit 
crediting  savings  from  asset  sales. 

I  think  that  is  far  too  broad  a  definition,  and  I  am  going  to  rec- 
ommend that  we  change  it  significantly  as  we  approach  the  budget 
debate  this  year. 

Privatization,  as  I  understand  it,  can  take  four  forms:  asset  sales; 
contracting  out;  privatizing  corporate  enterprises,  or 
corporatization;  and  eliminating  legislative  barriers  which  are  ge- 
nerically  called  "private  sector  lock-outs."  So,  there  are  four  ways 
to  look  at  it.  I  hope  we  will  hear  about  them,  today. 

I  hope  the  witnesses  can  give  us  their  best  thinking  about  the 
way  to  maximize  privatization  and  also  tell  us  and  give  us  exam- 
ples of  which  proposals  make  the  most  sense  as  they  understand 
it. 

Senator  ExoN. 

OPENING  STATEMENT  OF  SENATOR  EXON 

Senator  ExoN.  Mr.  Chairman,  thank  you  very  much.  I  want  to 
join  you  in  welcoming  our  witnesses  today  on  this  very,  very  impor- 
tant matter. 

Today's  hearing  comes  at  a  time  when  the  Federal  Government 
must  look  at  every  way  possible  to  cut  its  operating  costs.  I  am  in- 
deed pleased  that  Jack  Kemp,  a  very  distinguished  American,  is 
with  us  here  today  to  give  us  his  views  on  this  important  matter. 

I  would  simply  say  that  some  seem  to  favor  total  privatization 
of  Government  services  as  one  approach.  There  are  proposals  rang- 
ing from  privatization  of  the  Air  Traffic  Control  to  selling  the  Ura- 
nium Enrichment  Corporation  and  everything  in-between.  Each 
should  be  examined,  I  suggest,  on  its  individual  merits.  However, 
privatization  is  not  without  its  skeptics  and  we  could  at  least  listen 
to  them. 

There  are  plenty  of  thorns  attached  to  the  rosy  success  scenarios. 
Foremost  is  cost.  We  must  know  where  we  are  going.  There  is  no 
reason  to  privatize  if,  in  the  long  run,  it  will  cost  the  Government 
even  more  money.  I  am  not  saying  that  that  is  the  only  likely  out- 
come but  I  think  we  should  have  cause  for  some  concern. 
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Endless  subsidies  and  private  contractors,  lowballing  their  bids 
in  anticipation  of  raising  rates,  could  be  more  costly  than  Federal 
management.  I  think  we  need  to  have  a  mix  of  the  two. 

Fraud,  waste,  and  abuse  are  also  intolerable  and  must  stop.  Con- 
gress must  consider  what  could  happen  down  the  road,  after  privat- 
ization takes  hold.  In-house  expertise  and  equipment  could  be  lost, 
so  that  the  private  contractor  becomes  the  only  game  in  town.  We, 
then,  would  be  saddled  with  a  private  service,  good,  bad,  or  indif- 
ferent. 

It  seems  to  be  that  it  is  important  to  look  beyond  the  bottom  line. 
We  can't  have  a  yard  sale  on  every  Government  service.  Those  crit- 
ical to  the  safety  of  the  American  people  should  remain,  in  my 
view,  tucked  under  the  roof  of  the  Federal  Government. 

The  marketplace  is  often,  but  not  necessarily  always,  the  best 
protector  of  the  public  interest.  We  must  also  look  at  the  full  im- 
pact of  privatization. 

I  am  deeply  concerned  that  privatization  might  skim  off  the 
cream,  while  ignoring  the  disadvantaged  and  rural  communities. 
Unfortunately,  privatization  is  seen  as  an  either/or  situation  by  far 
too  many,  and  no  one  ever  wins  one  of  those  kind  of  arguments. 

I  hope  we  can  foster  competition,  and  I  emphasize  foster  competi- 
tion, between  the  public  and  the  private  sector.  Opening  up  a  serv- 
ice to  privatization  should  never  preclude  public  employees  from 
bidding  on  the  job,  also,  nor  should  a  decision  not  to  privatize  pre- 
clude greater  Government  efficiency. 

I  want  the  private  sector  to  do  what  it  does  best  and  the  Govern- 
ment to  do  what  it  does  best,  and  there  are  going  to  be  a  lot  of  ar- 
guments pro  and  con  on  that. 

The  important  distinction  is  not  public  versus  private.  It  is  value 
versus  waste.  We  must  review  all  options  to  get  a  better  result, 
more  cost  consciousness,  and  the  efficient  delivery  of  services  to  the 
American  taxpayer. 

That  is  the  final  product  all  of  us  want  to  see.  I  am  looking  for- 
ward to  the  testimony  today  by  Jack  Kemp,  because  I  know  he  has 
done  an  awful  lot  of  thought,  and  has  a  lot  of  knowledge  on  this 
thing,  and  I,  for  one,  am  looking  forward  to  the  suggestions  that 
he  puts  forth.  And  probably,  we  can  come  to  some  kind  of  a  com- 
promise which,  in  the  end,  I  suspect  is  going  to  happen. 

Thank  you,  Mr.  Chairman. 

Chairman  DoMENici.  Thank  you  very  much.  Are  we  ready  to  pro- 
ceed? The  Senator  is  present.  You  may  proceed,  and  you  have  7 
minutes  on  your  first  round. 

Senator  ExoN.  Yes,  that  would  be  fine  vdth  me.  I  have  several 
other  things.  I  can't  be  here  all  morning.  I  am  going  to  be  out,  back 
and  forth,  Mr.  Chairman. 

Chairman  DOMENICI.  Same  here,  so  we  are  going  to  move  as  rap- 
idly as  we  can  with  our  witness. 

Mr.  Kemp.  Thank  you. 

Chairman  DOMENICI.  Thank  you  so  much  for  coming.  We  look 
forward  to  your  testimony.  Thanks  for  helping  us. 
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Mr.  Kemp.  Thank  you,  Mr.  Chairman,  and  certainly,  Senator 
Exon.  Senators  Abraham  and  Simon,  thank  you.  It  is  a  pleasure  to 
be  here. 

An  ancient  Chinese  philosopher  said  one  time  that  there  is  a  lot 
of  wisdom  in  the  world,  but,  unfortunately,  it  was  all  divided  up 
among  the  people.  And  I  really  come  at  this  testimony,  Mr.  Chair- 
man, with  just  a  small  piece  of  that  pie  of  wisdom  that  I  learned 
in  the  4  years  at  Housing  and  Urban  Development  in  the  Bush  ad- 
ministration and,  of  course,  watching  and  participating  in  the  de- 
bate over  privatization  taking  place,  not  only  here  in  the  Senate 
Budget  Committee,  but  it  is  taking  place  in  Johannesburg,  South 
Africa;  Prague,  Czech  Republic;  Moscow;  Mexico  City,  Chiapas; 
Shanghai,  Chienzing;  and  there  is  not  a  country  in  the  world  that 
is  not  debating  this  issue. 

I  am  surprised  we  are  not  holding  these  meetings  in  RFK  Sta- 
dium, because  the  interest  in  this  issue  goes  to  the  heart  of  what 
the  world,  in  this  post-cold  war  era,  is  seeking  to  achieve:  assets, 
property,  a  stake  in  the  system,  an  opportunity  to  get  some  boots 
Eina  some  straps  with  which  to  begin  tnat  climb  out  of  poverty. 

So  I  look  at  this,  Mr.  Chairman,  not  simply  for  budget  savings 
alone,  albeit  that  is  important,  and  certainly,  not  only  in  the  inter- 
est of  better  Government,  albeit  that,  too,  is  important.  I  look  upon 
this  as  a  vital  element  in  the  war  against  poverty,  despair,  and  the 
lack  of  opportunity  that  grips  too  many  people's  lives  in  both  rural. 
Senator  Exon,  as  well  as  urban.  Senator  Simon,  America. 

The  cold  war  is  over,  but  in  my  view,  the  war  on  poverty  is  not. 
I  am  not  alluding  to  the  War  on  Poverty  that  has  been  fought  by 
the  Gk)vemment  taking  it  over  and  trjdng  to  run  it  from  Washing- 
ton, DC,  nor  am  I  suggesting  some  18th  century  laisser  faire  model 
of  capitalism.  There  has  to  be  a  public-private  role,  as  well  as  the 
third  role  de  Tocqueville  alluded  to,  in  the  voluntary  sector. 

I  really  believe  that  a  positive,  constructive  debate  over  privat- 
ization, such  as  you  are  holding,  Pete — Mr.  Chairman.  It  is  tough 
to  call  you  Mr.  Chairman,  I  am  not  used  to  it,  yet. 

Chairman  DOMENICI.  Very  good.  Sounds  good. 

Mr.  Kemp.  But,  what  a  perfect  time  to  be  debating  this!  Nelson 
Mandela,  the  other  day,  suggested  he  was  going  to  privatize  hous- 
ing in  South  Africa.  That  the  quickest  way  to  liberate  the  people 
that  apartheid  had,  in  an  evil  fashion,  denied  their  human  rights 
was  to  contribute  to  one  of  the  basic  elements  of  human  rights, 
which  was  to  own  private  property. 

Not  own  someone  else's  property,  but  to  own  private  property. 

My  wife  and  I  were  in  Budapest,  Hungary,  two  summers  ago, 
and  had  the  chance  to  meet  Vashlav  Klaus,  the  Finance  Minister 
of  the  new  Czech  Republic.  Maybe  even  now,  the  P.M.  of  the  Czech 
Republic. 

He  said  the  most  exciting  thing  he  was  doing  was,  as  Alexander 
Hamilton  got  to  do  under  the  Articles  of  Confederation  of  the  Phila- 
delphia Convention  of  1787,  was  to  design  a  new  system,  and  he 
said  his  first  act  was  to  privatize  both  agriculture  and  also  housing. 

And  then,  I  would  say,  three  summers  ago  with  Ed  Fonner  of 
The  Heritage  Foundation,  going  to  Moscow,  I  met  a  32-year-old 


468 

Minister  of  Privatization  who  comes  to  work  at  6  o'clock  in  the 
morning  and  goes  home  at  9  o'clock  at  night  and  works  7  days  a 
week,  and  he  said  he  has  never  been  so  excited  in  his  life.  His 
name  is  Anatoly  Chebayes.  As  I  said,  he  is  32  years  of  age. 

I  said,  "What  are  you  so  excited  about?" 

He  said,  "I  am  the  Minister  of  Privatization." 

He  can't  wait  to  get  to  work,  and  doesn't  even  want  to  go  home 
because  he  sees  the  joy  in  peoples'  lives  when  they  get  a  chance  to 
own. 

Now  as  Senator  Exon  pointed  out,  there  are  a  lot  of  problems. 
But  clearly,  the  Founders  had  in  mind  a  stake  in  the  system  for 
every  man  and  woman  and  family  in  this  country.  Lincoln  carried 
that  out  through  the  Homesteading  Act.  That  was  the  greatest  wel- 
fare problem  this  country  has  ever  had — homesteading. 

You  have  written  about  this.  We  have  talked  about  it,  Paul. 

There  is  no  one  in  this  room  that  doesn't  recognize  that  when 
people  own  something,  they  treat  it  differently  than  when  they 
don't.  As  soon  as  you  own,  something  happens  to  behavior. 

It  has  nothing  to  do  with  color.  It  has  nothing  to  do  with  climate. 
It  has  nothing  to  do  with  geography.  It  has  to  do  with  that  instinc- 
tive, endemic,  innate,  organic  desire  of  people  to  improve  their  lot 
in  life. 

So  my  suggestions  today  are,  as  Senator  Domenici  suggested,  to 
achieve  the  name  of  a  better  Government,  efficient  Government.  I 
agree  with  Al  Gore  and  the  President  and  my  friend,  Henry 
Cisneros,  who  want  to  make  Government  smarter  and  smaller. 

But,  you  are  not  going  to  get  from  here  to  there  unless  something 
dramatic  is  done  at  HUD. 

I  am  not  going  to  go  through  the  litany,  £ind  I  have  got  the  testi- 
mony that  I  will  send  up  for  the  record.  I  would  also  like,  Mr. 
Chairman,  to  send — maybe  within  24  hours — the  paper  that  we  are 
doing  on  FHA  reform  and  privatization. 

Chairman  Domenici.  We  welcome  that  and  it  will  be  made  a 
part  of  the  record. 

Mr.  Kemp.  Thank  you,  I  appreciate  that. 

Chairman  Domenici.  And  your  entire  remarks  will  be  in,  and 
you  are  free  to  do  whatever  you  desire. 

Mr.  Kemp.  Working  with  bipartisan  members  of  this  committee 
and  the  other  committees  of  the  House  and  the  Senate,  in  4  years 
we  got  a  National  Affordable  Housing  Act  of  1990,  that  was  biparti- 
san. 

We  did,  Mr.  Chairman,  something  that  has  never  been  done  be- 
fore. We  linked  supportive  services  to  homeless  programs  for  men- 
tal illness  and  addiction.  Something  that  you,  if  not  the  father  of, 
were  at  least  the  godfather  of,  metaphorically  speaking.  [Laughter.] 

The  Shelter  Plus  Care  Program  came  out  of  the  Domenici-New 
Mexico  effort  and  initiative. 

But  as  we  work  together,  Mr.  Chairman,  to  reform  HUD  pro- 
grams and  launch  new  initiatives  and  to  advance  home  ownership 
and  property  and  asset-based  welfare  and  entrepreneurial  capital- 
ism in  our  lowest-income  communities — the  more  I  was  at  HUD, 
the  more  I  realized  that  the  problems  were  endemic  to  the  bureauc- 
racy and  that  there  deep  flaws  in  HUD's  Programs. 


469 

I  don't  want  to  blame  anybody  at  HUD,  because  I  tell  you,  I 
changed  my  mind  about  Government  service  when  I  spent  4  years 
there.  They  are  wonderful  people — dedicated,  devoted,  civil  serv- 
ants. I  enjoyed  those  4  years.  I  appreciate  those  men  and  women; 
I  do. 

I  can  assure  you,  they  were  not  all  supply-side  economists,  ei- 
ther, or  Republican.  They  were  great  people,  deeply  dedicated  peo- 
ple. 

So,  my  remarks  today  are  to  be  taken  in  the  context  of  what 
would  reform  and  change  and  privatize  and  dramatically  rethink 
HUD's  mission,  not  attack  anybody  ad  hominem,  including  the  Sec- 
retary, who  is  a  good  friend  of  mine. 

HUD  is  £in  agency  with  a  disparate  cind  contradictory  mission.  It 
subsidizes  States,  counties,  town,  Indian  tribes  to  carry  out  a  wide 
variety  of  housing  and  community  development  activities. 

It  provides  housing  subsides  to  individuals  through  the  Housing 
Authorities,  developers,  and  owners  of  multifamily  rental  housing, 
non-profit  community  development  organizations,  and  others.  It  ad- 
ministers fair  housing  laws.  And  incidentally,  that  is  an  important 
task  of  the  Federal  Government  that  cannot  be  shifted  to  the 
States. 

With  all  due  respect  to  many  of  my  friends  in  the  devolution 
movement,  civil  rights,  human  rights,  fair  housing  laws  must  be 
administered  by  the  Federal  Government,  in  my  view.  That  mis- 
sion is  not  over. 

HUD  regulates  the  private  sector  housing  finance  system;  the 
secondary  mortgage  market;  ensures  a  myriad  of  single-  and  multi- 
family  mortgage  products,  including  hospitals,  nursing  homes; 
home  improvement;  manages  and  sells  foreclosed  single-  and  multi- 
family  properties;  runs  a  social  welfare  agency  that  provides  grants 
to  serve  the  elderly,  the  homeless,  the  historical  black  colleges, 
anti-drug  programs,  early  childhood  development,  and  other  things. 

There  is  not  a  thing  in  that  litany  that  is  not  important  to  this 
country.  The  question  is  not  whether  or  not  we  are  just  going  to 
move  towards  laisser  faire.  That  is  not  a  solution. 

However,  there  are  better  ways  of  doing  things,  in  serving  the 
public  interest  and  the  private  interest,  and  I  think  we  ought  to  re- 
examine HUD,  and  I  salute  you,  Mr.  Chairman.  This  is  a  perfect 
time  to  do  it. 

The  cold  war  is  over.  Let's  look  at  all  these  programs,  and  clean 
out  this  house  that  has  been  growing  up  over  time,  and  open  some 
windows  and  let  the  sunlight  in  and  take  a  look  at  it,  and  honestly 
find  out,  is  it  in  the  interest  of  the  human  spirit  and  does  it  serve 
the  war  on  poverty  that  this  country  has  been  fighting,  not  since 
Ljrndon  Johnson  or  John  F.  Kennedy,  but  since  1776 — and  it  ain't 
over!  It  is  not  over. 

We  tried  a  lot  of  reforms  at  HUD.  Made  some  progress.  I  am  not 
here  to  wear  it  on  my  sleeve. 

We  had  the  first  CFO  in  the  history  of  HUD,  probably  the  first 
of  any  agency  in  the  Federal  Government.  Proud  of  it. 

Put  FHA's  single-family,  MMI  Fund,  on  a  path,  I  hope,  to  actuar- 
ial soundness,  among  other  reforms. 

We  reoriented  some  of  the  programs.  I  took  aim  at  what  I  con- 
sider to  be  one  of  the  Third- World,  socialist-like  paradigms  of  the 
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United  States.  I  am  not  saying  that  to  pick  on  anybody.  I  just  said, 
it  is  really  a  Third- World,  socialist  idea,  that  even  the  Third  World 
is  turning  against,  to  put  people  in  high-rise,  public  housing. 

I  don't  care  if  it  is  Cabrini  Green  or  Pruitt  Igo.  Pruitt  Igo,  they 
blew  up  about  three-quarters  of  it,  and  now  they  are  talking  about 
imploding  part  of  Cabrini. 

Why  not  consider  privatizing  public  housing?  Giving  a  voucher  to 
the  resident  who  wants  to  leave  and  selling  the  property  to  the 
resident  or  the  resident  corporation?  Give  people  stock  in  the  cor- 
poration, allow  them  to  have  some  type  of  a  closed-end  mutual 
fund,  own  ownership  in  the  property,  and  allow  them  to  own  their 
own  private  coop,  just  like  folks  do  in  the  suburbs? 

I  am  not  suggesting  that  is  the  final  proposal  that  I  would  make, 
but  I  think  we  ought  to  really  rethink  public  housing  from  a  stand- 
point of  privatizing  it  and  giving  people  asset-based  welfare,  as  op- 
posed to  consumption-based  welfare,  Mr.  Chairman,  which  leads 
only  to  living  for  today,  not  thinking  about  the  future. 

Does  anybody  doubt,  in  this  room,  that  when  you  own  something 
you  think  more  about  the  future,  as  William  Raspberry  wrote  in 
The  Washington  Post? 

You  begin  to  think  about  the  long  term,  when  you  own  some- 
thing, as  opposed  to  our  welfare  system  which  is  short-term,  exis- 
tential, over-night,  day-to-day  consumption  oriented.  This  is  the 
basis  of  a  very  profound  book  by  Professor  Sharadin,  at  Washing- 
ton University  in  St.  Louis,  Michael  Sharadin,  who  happens  to  be 
on  your  side  of  the  aisle.  A  very  good  friend  of  mine,  and  a  wonder- 
ful thinker  in  these  terms. 

Our  homeless  programs  by  linking,  Mr.  Chairman,  shelter  with 
mentgJ  health,  drug  addiction  services,  alcohol,  job  training — very 
important. 

Tenant-based  assistance,  rather  than  project-based  assistance 
through  vouchers — extremely  important. 

So  here  are  my  ideas  and  then  I  will  answer  some  questions,  Mr. 
Chairman,  before  I  go  over  and  testify  to  the  House  Appropriations 
Committee  on  Howard  University's  appropriation  for  fiscal  year 
1996. 

Number  one,  getting  back  to  my  opening  point.  Take  public  hous- 
ing £uid  allow  the  residents  to  participate  in  the  purchase  of  it,  the 
privatization  of  it.  Don't  sell  it  to  developers,  as  some  would  like 
to  do,  on  both  sides  of  the  aisle.  Sell  it  to  the  residents. 

They  are  the  ones  who  have  put  up  with  that  mess  for  so  long. 
I  think  they  should  have  a  chance  to  participate  in  the  increase  in 
the  value  of  the  asset,  and  it  would  increase  if  it  were  done  cor- 
rectly. 

We  would  repair  brick  and  mortar,  that  is  a  social  contract  we 
would  make  with  the  residents,  and  then  sell  it  in  some  form  of  a 
closed-end  mutual  or  real  estate  investment  trust  where  they 
would  have  stock  in  the  corporation,  as  we  did  at  Kenilworth- 
Parkside. 

The  cost  of  Kenilworth-Parkside,  despite  my  critics  on  the  right 
and  on  the  left,  and  a  lot  of  friends  on  the  right  and  the  left,  Ken- 
ilworth-Parkside costs  were  not  because  it  was  privatized.  It  was 
because  it  was  dragged  out  over  15  years,  and  then  Davis-Bacon 
laws  and  other  impediments,  including  the  City  of  Washington, 
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DC,  caused  the  increase  in  the  cost  of  privatizing  Kenilworth- 
Parkside. 

Second,  take  the  CDBG  Program  in  home.  You  might  consider 
ehminating  it.  Some  people  think  we  should  just  block  grant  it.  I 
have  always  wondered,  Mr.  Chairman,  why  we  are  just  instituting 
a  new  revenue  sharing  program.  Why  not  give  back,  not  the  re- 
source, the  tax  base  with  which  to  allow  these  things  to  be  done. 
That  will  be  very  controversial. 

It  is  worth  considering,  however,  in  conjunction  with  a  turn-back 
of  welfare  programs  to  the  State.  But  in  any  case,  if  Congress  cre- 
ates a  comprehensive  block  grant  for  housing  and  community  de- 
velopment, we  need  to  be  more  vigilant,  Mr.  Chairman,  that  the 
money  goes  to  low-income  people  and  not  to  developing  programs 
that  go  to  a  much  higher  strata  of  our  socio-economic  system. 

It  is  no  secret  that  I,  for  a  long  time,  third,  have  felt  like  there 
should  be  incentives  in  the  Tax  Code  for  low-income  housing.  De- 
bate over  LITC,  debate  over  passive  loss  for  single-  and  multi-fam- 
ily housing. 

It  is  debatable.  I  happen  to  think  the  Tax  Code  should  be 
incentivized,  albeit  I  still  favor  some  ultimate  form  of  a  flatter,  sim- 
pler, post-card  tax  rate  system. 

I  think  there  should  be  room  in  the  Tax  Code  for  the  first-time 
homebuyer's  interest  on  a  mortgage.  I  favored  passive  loss  treat- 
ment, as  we  have  in  the  securities  investment  field. 

Fourth  FHA,  in  my  view,  should  be  refocused,  Mr.  Chairman,  on 
its  primary  mission  of  helping  low-income,  first-time  homebuyers. 
In  my  view,  the  Federal  Government  has  an  important  role  to  play 
in  ensuring  mortgages  for  qualified  first- time  buyers. 

However,  we  should  not  be  competing  against  the  private  sector 
for  business  that  can  readily  be  done  without  the  assistance  of 
FHA. 

While  the  private  sector  typically  insures  between  25  and  30  per- 
cent of  a  loan  mortgage,  FHA  insures  100  percent,  all  underwritten 
with  the  full  faith  and  credit  of  the  U.S.  Government.  As  a  result, 
a  lender  whose  loans  are  insured  in  the  private  sector  has  every 
incentive  to  make  sure  the  homeowner  is  capable  of  repaying  the 
loan  and  every  incentive  to  help  the  homeowner  through  difficult 
times.  That  is  a  key. 

In  the  private  sector,  you  get  help,  if  there  is  a  difficult  financial 
time  because  they  fear  losing  their  money. 

But  conversely,  Mr.  Chairman,  lenders  who  make  loans  insured 
by  FHA,  in  my  view,  do  not  have  the  same  incentive  to  be  as  cer- 
tain of  the  homeowner's  ability  to  pay  since  they  don't  put  their 
own  money  at  risk.  That  is  why  there  are  markets. 

FHA,  in  my  view,  should  avail  itself  of  the  important  private-sec- 
tor innovations  which  help  select  and  educate  potential  home- 
buyers  to  ensure  a  lower  rate  of  default. 

In  my  view,  Mr.  Chairman,  there  is  no  longer  a  need  for  Ginnie 
Mae.  It  should  be  offered  for  sale  to  the  private  secondary  mort- 
gage market. 

In  my  view,  Mr.  Chairman,  the  FHA,  sixth,  should  get  out  of  the 
business  of  insuring  multifamily  housing.  Enormous  portfolios  of 
HUD-held,  multifamily  mortgages,  and  the  many  additional  mort- 
gages that  would  be  assigned  to  HUD  if  it  weren't  for  the  millions 
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of  Section  8  subsidies  that  have  been  attached  to  them,  is  a  very 
serious  problem  and  must  be  dealt  with  in  an  efficient  and  timely 
manner. 

Sixth  or  seventh — I  can't  remember — I  mentioned  housing  dis- 
crimination. It  exists,  and  it  must  be  dealt  with.  In  my  view, 
HUD's  important  role  should  be  shifted  to  the  Department  of  Jus- 
tice for  enforcing  our  Nation's  fair  housing  laws. 

Similarly,  the  Drug  Elimination  Program  and  other  social  wel- 
fare programs  ought  to  be  shifted  to  either  block  grants  or  adminis- 
tered by  HHS. 

Those  are,  I  am  sure,  controversial,  but  I  think  they  fit  the  mood 
of  the  times.  They  fit  what  other  countries  are  looking  at.  It  seems 
to  me  ironic  that  the  United  States  is  holding  hearings  on  privat- 
ization, when  every  housing  minister  in  the  world  is  looking  to  us 
for  leadership,  and  they  are  all  trying  to  encourage  the  private  sec- 
tor. 

We  have  got  to  rethink  this  from  the  ground  up,  at  a  time  in 
which  when  we  can  join  together  in  a  bipartisan  way  to  come  up 
with  some  innovative  ideas. 

As  I  said,  Mr.  Chairman,  I  would  like  to  submit,  maybe  tomor- 
row, the  final  statement  on  FHA  reform  because  we  have  been 
working  on  this  for  a  long  time. 

Thank  you  very  much.  It  is  an  honor  to  be  here. 

Chairman  DOMENICI.  Thauik  you  very  much.  Senator  Abraham. 

Senator  Abraham.  Thank  you.  Secretary  Kemp,  I  would  like 
to 

Chairman  DOMENICI.  Senator,  would  you  let  us  change  a  minute? 
Senator  Exon  has  to  leave  rather  quickly,  so  let's  let  him  start  and 
then  you  are  next. 

Senator  Abraham.  Sure. 

Senator  ExON.  Mr.  Chairman,  thank  you  very  much,  and  I  appre- 
ciate the  indulgence  of  the  committee.  Something  has  come  up  that 
complicates  my  schedule,  further. 

Let  me  ask  one  question  and  then  I  will  be  reading  all  your  testi- 
mony, Mr.  Kemp. 

You  have  been  a  big  supporter  of  the  enterprise  zones  as  a  way 
of  spurring  economic  development  and  revitalization  in  deca3ring 
urban  centers. 

Mr.  Kemp,  And  rural,  as  well.  Senator. 

Senator  ExoN.  And  rural,  as  well. 

Mr.  Kemp.  Any  area  of  the  country. 

Senator  ExoN.  As  you  know  the  Contract  With  America  will  re- 
quire major  reduction  in  Federal  programs  in  order  to  achieve  a 
balanced  budget. 

In  your  view,  should  the  Congress  curtail  the  empowerment  zone 
programs,  both  urban  and  rural,  in  the  broader  interest  of  deficit 
reduction? 

How  do  we  balance  these  kinds  of  things,  which  is  the  crux  of 
what  we  are  going  to  be  facing  on  this  committee? 

Mr.  Kemp.  Oh,  I  have  been  waiting — I  was  thinking  how  I  would 
get  into  the  record  a  paragraph  from  a  speech  by  a  former  supply- 
sider,  and  you  have  given  me  a  perfect  opening. 

My  answer,  profoundly,  is  no.  I  do  not  favor  curtailing  a  strategy 
to  encourage  urban  and  rural  anti-poverty  economic  development 
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and  neighborhood  enterprise  zones.  I  don't  care  what  you  call  it,  I 
don't  favor  eliminating  it  to  balance  the  budget. 

I  don't  think  you  can  balance  a  budget  until  you  have  got  an 
economy  that  is  fully  employed  in  terms  of  its  resources,  both  phys- 
ical and  human. 

The  restraint  on  spending  is  necessary,  but  tax  policy  has  an  im- 
portant role  to  play  in  acWeving  a  higher  level  of  employment  in 
those  areas  of  the  country  that  have  been  left  out  of  a  fairly  modest 
recovery.  To  give  the  President  his  due,  it  is  a  recovery,  but  there 
is  a  lot  of  inertia  in  it,  particularly  in  these  areas  of  devastation. 

Real  quick  paragraph,  and  I  will  want  you  to  give  me  an  oppor- 
tunity to  read  it.  Listen  to  these  words.  Pete,  I  want  you  to  hear 
them,  too. 

Chairman  DOMENICI.  OK.  [Laughter.] 

Senator  ExoN.  We  want  him  to  hear  it,  too. 

Mr.  Kemp.  I  want  Pete  to  hear  them,  as  much  as  you.  Senator. 
I  have  great  affection  for  the  Senator  from  New  Mexico,  as  he 
knows,  and  we  have  had  a  friendly  discussion  over  the  years. 

Listen  to  these  words: 

"In  short,  it  is  a  paradoxical  truth  that  high  tax  rates  cause  reve- 
nues to  be  too  low,  and  the  soundest  way  to  raise  more  revenue  for 
this  country  is  to  cut  rates,  as  opposed  to  taxes."  Cut  rates,  mar- 
ginal rates,  I  keep  defining  that  because  people  don't  understand 
the  difference  between  revenues  and  tax  rates. 

"The  purpose  of  cutting  taxes  is  not  to  incur  a  budget  deficit,  but 
to  achieve  a  more  prosperous  and  expanding  economy.  I  repeat,  our 
choice  is  not  between  a  tax  cut  deficit  and  a  budgetary  surplus  or 
budget  balance,  it  is  between  two  kinds  of  deficits,  the  chronic  defi- 
cit of  inertia,  as  the  unwanted  result  of  inadequate  revenue,  and 
a  restricted  contracting  economy  or  a  temporary  deficit,  a  transi- 
tion, resulting  from  the  right  type  of  a  tax  cut  designed  to  boost 
the  economy,  increase  tax  revenues,  and  achieve,  I  believe,  a  budg- 
et in  balance."  John  F.  Kennedy,  December  14,  New  York  Economic 
Club. 

He  came  up  with  a  radical  idea  of  bringing  down  the  high  rates. 

I  only  bring  it  up,  not  to — but  you  know,  don't  throw  out  the 
baby  with  the  bath  wash.  Get  the  budget  in  balance,  but  let's  not 
leave  urban  and  rural  poverty  pockets  in  America  behind. 

To  what  end  would  it  be  to  balance  the  budget  off  the  backs  of 
people  who  are  unemployed,  who  will  need  social  services? 

I  don't  like  the  empowerment  zone  idea  of  just  spending  more 
money  because,  fi-ankly,  it  hasn't  worked.  It  didn't  work  under 
Urban  Renewal;  didn't  work  under  Model  Cities;  didn't  work  under 
UDAG.  I  mean,  UDAG  grants  went  to  big  hotel  developers  and  con- 
struction projects  that  got  favorable  and  below-market  rates  of  in- 
terest, subsidized  by  the  Federal  taxpayer,  that  built  hotels  for 
chains  that  had  perfect  access  to  the  credit  markets.  Where  the  lit- 
tle guy,  mom-and-pop  and  entrepreneurs,  could  not  get  anything 
below  market  rates.  In  fact,  they  were  paying  above  the  prime. 

So  I  don't  like  the  empowerment  zone  concept,  if  it  is  just  push- 
ing more  money  into  these  areas.  I  like  the  idea  of  radically  alter- 
ing the  Tax  Code  in  order  to  lift,  or  get  capital  and  crecfit,  into 
those  areas  in  a  more  incentivized  way. 

Excuse  the  answer;  took  too  long. 


474 

Senator  ExoN.  No.  Very  good,  Mr.  Kemp,  thank  you. 

Mr.  Chairman,  thank  you. 

Chairman  DOMENICI.  Thank  you  very  much. 

Mr.  Kemp,  I  Ustened  to  your  quote  from  John  Kennedy  with 
great  interest.  For  the  record,  it  is  my  understanding  that  the  mar- 
ginal tax  rates  at  that  point  in  history  were  90  percent. 

Mr.  Kemp.  Ninety-one. 

Chairman  DoMENici.  Ninety-one. 

Mr.  Kemp.  Capital  gains  was  49  at  that  time. 

Chairman  DOMENICI.  Senator  Abraham,  it  is  your  turn. 

Senator  Abraham.  Thank  you,  Mr.  Chairman.  I  will  actually 
take  the  opportunity  to  follow  up  on  Senator  Exon's  question  be- 
cause I  wanted  to  ask  you  something  sort  of  similar. 

Assuming  that  a  commitment  to  spend  money,  whether  it  is  in 
the  form  of  what  we,  I  guess,  now  call  around  here  tax  expendi- 
tures, or  in  the  form  of  erect  expenditures  through  an 
empowerment  zone,  as  we  have  asked  here. 

What  do  you  think  is  more  effective?  I  mean,  in  Detroit,  which 
is  one  of  the  empowerment  zones,  one  of  the  first  things  that 
money  is  going  to  be  spent  on  is  the  construction  of  a  one-stop 
shopping,  public  safety  mall. 

It  will  be  one  of  three,  apparently,  that  will  be  designed  with  the 
notion  of  sort  of  combining  together  in  one  site,  within  the 
empowerment  zone,  different  public  safety  functions.  As  opposed  to 
the  notion  of  enterprise  zones,  as  I  think  you  initially  envisioned 
them,  and  many  of  us  talked  about  in  campaigns. 

Mr.  Kemp.  Yes. 

Senator  Abraham.  Could  you  discuss  the  relative  merits  of  those 
two  approaches  or  expand  maybe  a  little  bit  on  what  you  said  a 
minute  ago. 

Mr.  Kemp.  Let  me  clarify  something  that  I  didn't  make  as  clear 
as  I  wanted  to  in  my  answer  to  the  previous  question,  because  I 
was  so  excited  about  reading  the  quote  from  Kennedy  to  a  leading 
Democratic  member  of  the  U.S.  Senate,  and  among  friends. 

I  think  the  empowerment  zone  was  a  big  disappointment.  It  real- 
ly does  just  kind  of  use  tax  expenditures,  to  quote  the  people,  I 
don't  like  the  word,  but  in  the  case  of  giving  General  Motors  a 
$5,000  tax  credit  to  hire  an  employable  person  and  train  them  and 
put  them  into  an  entry-level  job,  that  was  not  my  idea.  That  wasn't 
Charlie  Rangel's  original  idea.  That  wasn't  Bill  Gray's  idea.  It 
wasn't  Bobby  Garcia's  idea.  It  wasn't  Ronald  Reagan's  idea.  It 
wasn't  Margaret  Thatcher's  idea.  It  wasn't  Abraham  Lincoln's  idea, 
and  probably  it  goes  back  further  than  that. 

The  idea  was  to  eliminate  the  barriers  to  commerce  and  industry 
and  entrepreneurship  that  afflict  too  many  of  our  urban  areas,  like 
Detroit,  and  too  many  of  our  rural  areas,  like  I  am  sure  the  Sen- 
ator could  allude  to. 

And  I  think  spending  money  for  things  like  that  is  getting  back 
to  the  type  of  UDAG  Program  that  I  think  was  a  serious  mistake, 
I  really  do.  We  don't  need  to  spend  the  Federal  tax  dollars,  other 
than  for  infrastructure.  We  ought  to  be  removing  the  barriers. 

What  is  the  barrier  to  investing  in  the  inner  city  other  than  the 
high  rate  of  taxation  on  the  risk  of  the  capital  going  into  that  area? 
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So  now,  clearly,  crime  and  education  and  other  problems  exist, 
but  if  you  just  said:  No  capital  gains  tax  in  downtown  Detroit,  in 
a  green-lined  area  of  Detroit.  I  would  like  to  do  it  in  the  District 
of  Columbia. 

I  can't  imagine  a  Republican  Congress  not  having  a  great  oppor- 
tunity to  make  a  change  in  urban  policy  in  American  by  doing 
something  dramatic  to  change  the  Tax  Code  to  encourage  entre- 
preneurial capitalism  in  the  inner  city,  starting  with  DC. 

I  think  it  is  the  only  solution.  So  my  answer  is,  I  would  take  the 
empowerment  zones,  I  would  take  the  money  statically  that  is  used 
for  empowerment  zones  and  use  it  to  eliminate  capital  gain  tax 
rates  and  lower  the  payroll  tax  rate  which  is  the  biggest  burden 
on  working  men  and  women  in  America,  is  facing  FICA  as  they 
leave  welfare  and  unemployment  insurance  and  want  to  get  that 
job,  on  the  first  rung  of  the  ladder,  because  their  income  goes  down 
after  taxes. 

Their  income  goes  down  after  taxes.  The  combination  of  lost  wel- 
fare, coupled  with  the  FICA  tax,  the  payroll  tax,  is  absolutely  a 
burden  on  the  poor.  And  it  is  a  burden  for  hiring  the  poor  because 
you  have  got  to  pay  so  much  more. 

So  you  could  take  two  steps,  you  could  lower  it  to  get  more  in- 
come to  the  working  poor,  but  you  could  also  lower  the  cost  of  labor 
in  the  inner  city  by  reducing  the  payroll  tax  rate. 

Senator  Abraham.  The  second  question  that  I  have  pertains  real- 
ly to  the  broader  question  we  have  been  confronting  here  in  terms 
of  Government  reorganization  and  where  we  save  money,  separate 
from  privatization. 

I  mean,  if  we  did  the  six  or  seven — I  can't  remember,  I  think  it 
was  seven — points  on  your  proposal,  there  would  be  a  lot  less  of 
HUD  at  the  end  of  that  process. 

Mr.  Kemp.  Yes. 

Senator  Abraham.  In  your  judgment,  could  this  Government  sur- 
vive and  could  urban  America  and  the  housing  problems  we 
confi"ont,  be  adequately  dealt  with  without  what  we  now  call  the 
Department  of  Housing  and  Urban  Development? 

Mr.  Kemp.  Senator,  I  would  not  advocate  these  six  or  seven 
ideas — and  somebody  will  have  to  count  them  up — without  suggest- 
ing that  we  add  welfare  reform. 

I  mean,  really  dramatic  alterations  of  the  welfare  system  in 
America  to  make  the  reward  for  going  to  work  demonstrably  higher 
than  the  reward  for  not  working,  along  with  enterprise  zones,  to 
these  efforts. 

I  don't  see  how  you  could  get  from  here  to  there  without  looking 
at  this  is  a  holistic  approach.  And  my  problem  with  the  debate  so 
far  is,  it  is  all  pieced  together,  stitched  together,  in  a  gerry- 
mandered fashion  and  nobody  is  thinking  about  a  strategy  for  pov- 
erty that  includes  privatization  coupled  with  encouraging  access  to 
capital,  credit,  property,  and  assets  for  low-income  people  in  Amer- 
ica. 

So  I  think  my  problem  in  reading  the  papers  is  the  debate  over 
cutting  spending,  the  debate  over  devolution,  the  debate  over  wel- 
fare reform,  the  debate  over  privatization,  there  are  all  separate 
and  distinct  when,  in  reality,  they  are  not  separate  and  distinct. 
They  have  to  be  put  together  in  a  holistic  approach  to  combat  the 
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conditions  of  poverty  that  grip  too  many  peoples'  lives  in  urban 
and,  I  am  sure,  rural  America. 

Senator  Abraham.  I  agree  with  you.  My  question  is,  if  we  move 
in  the  policy  directions  you  are  outlining,  do  you  think  we  need  a 
Federal  bureaucracy? 

Mr.  Kemp.  No. 

Senator  Abraham.  To  oversee  that 

Mr.  Kemp.  No. 

Senator  Abraham  [continuing].  That  holistic  approach? 

Mr.  Kemp.  No;  you  have  Judiciary  to  oversee  housing  discrimina- 
tion and  redlining.  De  facto,  at  least,  redlining,  which  exists. 

You  would  have  HHS  to  oversee  the  linkage  between  our  capital 
investment  in  structures  for  homeless,  but  the  public-private  part- 
nerships, that  I  alluded  to  earlier  in  my  testimony  that  Senator  Do- 
menici  has  had  such  a  great  impact  upon  my  thinking  in  this  area, 
could  be  overseen. 

The  best  shelters  in  America  are  Salvation  Army  and  St.  Vincent 
de  Paul  shelters,  the  ones  that  link  the  shelter  to  the  human  need, 
and  that  can  be  administered  through  HHS  and  cities  and  Salva- 
tion Army  and  the  great  public-private  partnerships,  and  I  think 
most  of  this  upon  which  we  could  agree. 

Senator  ABRAHAM.  I  agree  with  that,  and  let  me  just  close  by 
saying  that  in  Michigan  when  we  are  confronted  with  claims  that 
there  would  be  dramatic  increases  in  the  number  of  homeless  peo- 
ple as  a  result  of  changes  in  the  welfare  programs  in  Michigan,  the 
Salvation  Army  in  our  State  suddenly  appeared  on  the  scene  and 
said:  You  know,  for  many  years,  we  have  been  sort  of  crowded  out 
of  what  we  originally  thought  of  as  our  primary  responsibility  be- 
cause Government  was  sort  of  out  there  trying  to  do  some  of  these 
things,  not  doing  them  very  well. 

And  in  fact,  they  stepped  into  that  role  and  have  been  magnifi- 
cent in  their  ability  to  address  a  lot  of  the  problems  that  we  have 
had. 

Mr.  Kemp.  Yes,  absolutely. 

The  Federal  Government  spends  more  time  running  around 
Catholic  shelters  and  Salvation  Army  shelters  and  United  Jewish 
Appeal  shelters,  worried  that  a  Star  of  David  or  a  cross  or  a  Bible 
may  be  in  someone's  knapsack,  than  they  do  about  building  greater 
shelters  and  tieing  together  the  great  work  that  is  being  done  by 
those  various  social  welfare  agencies  that  are  linked  to  behavioral 
modification. 

And  you  cannot  solve  homelessness,  as  the  Chairman  knows, 
without  a  transformation  of  the  very  life  of  the  homeless  person. 

I  apologize.  I  am  supposed  to  be  at  Appropriations.  I  am  a  mem- 
ber of  the  Board  of  Trustees  for  Howard  University  and  we  are  tes- 
tifying at  10  o'clock.  I  deeply  and  profoundly  apologize,  Mr.  Chair- 
man, but  I  have  to  be  over  there  to  introduce  the  President  of  How- 
ard University. 

Chairman  Domenici.  We  understood  that. 

Mr.  Kemp.  Would  you  excuse  me?  Much  to  the  relief  of  those  who 
follow  me. 

Chairman  DOMENICI.  Yes;  we  are  going  to  have  some  questions 
for  the  record.  If  you  would,  please  get  them  answered  within  a 
couple  of  weeks? 
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Mr.  Kemp.  Yes;  I  would  be  happy  to,  and  I  apologize  to  Senator 
Simon  for  not  being  able  to  stay;  and  Senator  Gorton,  an  old  friend. 

Senator  SiMON.  If  I  could  make  one  comment? 

Chairman  DOMENICI.  Go  ahead,  Paul. 

Senator  SiMON.  I  served  on  the  House  Budget  Committee  with 
Jack  Kemp.  What  I  like  about  Jack  Kemp  is,  he  was  not  frightened 
by  a  new  idea.  He  is  creative,  and  perhaps  more  significant  than 
anything  else,  he  really  does  want  to  help  people  who  are  strug- 
gling in  our  society,  and  that  is  what  Government  has  to  do.  I  ap- 
preciate your  being  here.  Jack. 

Mr.  Kemp.  Thank  you. 

Chairman  DOMENICI.  Let  me  state  for  the  record,  that  the  first 
time  we  had  an  agreement  between  HUD  and  Health  and  Human 
Services  to  perform  the  services  along  with  providing  housing,  it 
was  a  joint  agreement  entered  into  when  you  were  Secretary  of 
HUD.  Otherwise,  we  were  doing  them  in  two  departments;  neither 
knew  what  was  going  on. 

And  that  bodes  well  for  us  doing  some  comprehensive  reorganiza- 
tion, rather  than  compartmentalizing  it.  And  thanks,  much. 

Chairman  DoMENici.  Our  next  panel  is  made  up  of  four  people, 
but  only  three  of  them  are  here  because  Mr.  Breeden  is  still  en 
route  and  promises  that  he  will  be  here  by  11  o'clock. 

We  have  Mr.  Robert  W.  Poole,  Jr.,  President  of  Reason  Founda- 
tion. And  we  have  Ralph  L.  Stanley,  Senior  Vice  President  of  Unit- 
ed Infrastructure  Company;  and  we  have  Mr.  Donald  F.  Kettl,  Pro- 
fessor of  Public  Affairs  and  Political  Science,  University  of  Wiscon- 
sin-Madison. 

We  are  going  to  start  in  the  order  that  I  introduced  you,  and  we 
would  very  much  appreciate  it  if  you  would  make  your  written  re- 
marks a  part  of  the  record.  Please  do  your  best  to  summarize.  I  am 
fearful  we  won't  have  a  lot  of  Senators  here,  if  we  go  much  beyond 
11:15,  or  so. 

So,  can  we  do  it  that  way?  Let's  start  with  you,  Mr.  Poole.  We 
are  delighted  to  have  you.  Thanks  for  making  this  special  effort  to 
be  here. 

STATEMENT  OF  ROBERT  W.  POOLE,  JR.,  PRESIDENT  REASON 

FOUNDATION 

Mr.  Poole.  Thank  you  very  much,  Mr.  Chairman. 

I  am  Robert  Poole,  President  of  Reason  Foundation,  a  think  tank 
which  has  specialized  in  privatization  for  more  than  17  years. 

Now  that  the  United  States  is  considering  a  serious  national  pri- 
vatization effort,  I  think  it  is  important  to  see  what  we  can  learn 
from  the  efforts  of  over  100  other  countries  that  have  been 
privatizing  for  the  past  10  years. 

My  testimony  this  morning  deals  with  just  two  forms  of  privat- 
ization, the  sale  of  state-owned  assets  and  enterprises,  and  using 
the  private  sector  for  infrastructure. 

Around  the  world  in  the  last  decade,  countries  have  sold  over 
$450  billion  worth  of  state-owned  assets  and  enterprises  during 
these  past  10  years.  Critics  sometimes  refer  to  this  as  selling  the 
family  silver,  but  if  the  proceeds  are  used  to  pay  down  the  National 
debt,  as  they  have  been  in  many  countries,  then  the  benefits  are 
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not  just  one-time  proceeds.  A  smaller  national  debt  means  lower  in- 
terest payments  indefinitely. 

In  addition,  privatized  firms  would  no  longer  get  subsidies  £uid 
they  will  start  paying  Federal  income  taxes.  So  asset  sales  can  be 
a  sound,  long-term  deficit  reduction  policy,  not  a  one-shot. 

Table  1  in  my  testimony,  which  I  hope  you  have  before  you,  is 
a  starting  list  of  salable  Federal  enterprises — things  that  are  es- 
sentially commercial  businesses  that  are  run  by  the  Federal  Gov- 
ernment. 


Table  1 
Salable  Federal  Enterprises 

Name 

Sales  Revenue 
($  billions) 

Annual  Savings 
($billions) 

TVA 

12.0 

7 

5  PMAs 

14.0 

1.8 

Dams  (Corps,  BuRec) 

20.0 

7 

GSA.  VA  DoD  energy  facil. 

lO.O? 

7 

US  Postal  Service 

8.1 

- 

Air  Traffic  Control 

- 

1.8 

Global  Positioning  System 

7.0 

7 

U.S.  Enrichment  Corp. 

1.0 

7 

National  Weather  Service 

2.5 

0.4 

US  Geological  Service 

0.5 

0.6 

4  NASA  Aeronautics  Labs 

1.5 

0.3 

Amtrak 

- 

1.0 

Corp.  Public  Broadcasting 

0.3? 

0.3 

TOTALS: 

$76.9 

$6.2 

The  first  four  items  on  the  list,  including  TVA  and  the  PMAs,  are 
all  Federal  electricity  enterprises.  Last  year  alone,  around  the 
world,  the  sale  of  state-owned  electricity  companies  was  the  second 
largest  category  of  all  privatizations.  Eleven  billion  dollars  worth 
were  sold. 

And  in  fact,  I  have  with  me  the  current  issue  of  a  newsletter 
called,  "Privatization  International.'*  The  front-page  story  on  this 
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month's  issue  is  about  the  United  Kingdom  planning  to  sell  the  last 
portion  of  the  stock  of  their  privatized  electricity-generating  compa- 
nies for  $6.4  billion  in  expected  proceeds. 

This  is  just  happening  everywhere,  these  days.  It  is  no  longer  dif- 
ficult or  controversial  to  sell  government-run  electricity  producers. 
Besides  the  fiscal  benefits  to  the  Federal  Government,  there  is  an- 
other good  reason  in  this  country  to  privatize  these  enterprises — 
their  own  survival. 

Let  me  emphasize  this  point.  Electricity  deregulation  is  coming 
fast  to  the  United  States,  with  California  leading  the  way.  Bureau- 
cratic state-owned  systems  are  going  to  have  a  tough  time  coping 
in  this  new  environment. 

The  best  thing  that  Congress  could  do  for  Federal  electricity  en- 
terprises is  to  set  them  free,  letting  them  raise  capital  in  the  mar- 
ketplace and  bringing  in  more  entrepreneurial  management.  This 
country  can't  afford  another  WPPS  debacle  where  managers  get  in 
way  over  their  heads  with  disastrous  consequences  for  everybody. 

I  understand  the  concerns  of  employees  and  ratepayers  over  pri- 
vatization of  this  sort.  Other  countries  have  faced  the  same  prob- 
lem. The  answer  that  works  best  is  stock  ownership.  It  has  become 
very  standard  practice  to  set  aside  a  portion  of  the  shares  of  stock 
for  employees  and  managers,  to  give  them  a  real  stake  in  changing 
the  corporate  culture  to  make  the  company  successful. 

When  England  privatized  all  its  utilities,  another  thing  they  did 
was  to  give  the  ratepayers  a  change  to  buy  shares  at  a  discount 
by  means  of  their  monthly  utility  bills.  That  way,  even  if  their 
rates  go  up,  the  customers  benefit  when  their  shares  pay  dividends 
and  when  the  shares  increase  in  value. 

Now,  another  item  on  my  list  is  the  U.S.  Postal  Service.  Ten 
years  ago,  people  didn't  really  take  this  one  seriously.  But  since 
then,  two  countries  have  privatized  their  postal  services,  Sweden 
and  The  Netherlands.  Argentina  and  Malaysia  will  probably  do  it 
within  the  next  12  to  15  months,  and  Britain  and  Canada  are  con- 
sidering doing  likewise. 

Once  again,  this  may  be  a  matter  of  survival.  The  U.S.  Postal 
Service  keeps  losing  market  share.  It  has  already  lost  overnight 
mail  business  and  it  is  losing  out  more  and  more  on  first  class,  to 
fax  machines  and  E-mail.  The  best  thing  Congress  could  do  here, 
again,  is  to  set  the  Postal  Service  free  in  two  different  ways. 

First,  let  it  compete  in  whatever  field  it  wants  to,  but  of  course, 
let  others  compete  with  it,  as  well,  so  it  can't  subsidize  new  busi- 
ness with  monopoly  profits. 

Second,  let  it  go  to  the  capital  markets  to  buy  its  assets  from  the 
Government  and  turn  itself  into  an  entrepreneurial  company, 
which  is  what  Sweden  Post  has  done.  Here  again,  stock  ownership 
for  employees  and  management  can  make  a  big  difference  in  turn- 
ing the  enterprise  around. 

Next  on  my  list  are  several  high-tech  enterprises,  including  Air 
Traffic  Control,  the  Weather  Service,  the  Geological  Service,  and 
some  NASA  labs.  In  each  case,  there  are  valuable  services  being 
provided  here  for  specific  users  but  each  agency  is  hamstrung  by 
cumbersome  procurement  and  personnel  practices,  uncertain  budg- 
ets, the  inability  to  modernize  rapidly,  and  the  lack  of  market  pric- 
ing for  its  services. 
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Each  one  of  these  should  be  turned  into  a  commercial  entity, 
some  of  them  for-profit,  some  of  them  not-for-profit,  but  outside  the 
Federal  Grovernment,  although  the  Government  would  probably  re- 
main a  customer  of  each  one. 

And  here  again,  we  can  learn  from  overseas.  Ten  countries  have 
corporatized  air  traffic  control,  in  recent  years,  including  Britain 
and  Grermany. 

Britain  has  begun  to  privatize  government  R&D  facilities  by 
worker-management  buyouts. 

Amtrak  is  also  on  the  list,  an  old  favorite.  I  am  not  optimistic 
about  the  prospects,  frankly.  As  an  avid  r£iil  fan,  myself,  I  hope 
Amtrak  can  be  privatized.  But  to  get  anyone  interested  in  buying 
it,  it  is  going  to  take  radical  reform  of  labor  relationships  and  much 
more  sweeping  authority  for  Amtrak  to  abandon  money-losing 
routes — which  is  what  Congress  had  to  do  before  for  ConRail,  in 
order  to  make  it  viable  to  be  privatized. 

Now,  Table  2  in  my  testimony,  the  written  testimony,  lists  sal- 
able Federal  assets,  as  opposed  to  enterprises.  These  are  physical 
assets  owned  by  the  Government. 


Table  2 

Salable  Federal  Assets 

Name 

Sales  Revenue 

Annual  Savings 

($  billions) 

($billions) 

Commodily  Lands 

160.0 

3.0 

(USPS,  BLM) 

Lx)an  Porifolio 

108.0 

2.0 

Naval  Petroleum  Reserve 

1.6 

? 

Federal  Helium  Reserve 

- 

? 

Defense  Stockpile 

1.0? 

? 

Strategic  Petroleum  Reserve 

13.0 

? 

Broadcast  Frequencies 

8.6 

- 

Govt.  Bldgs./Land 

5-20 

7 

TOTALS: 

$297.2-$317.2 

$5.0 

I  want  to  mention  just  two  in  the  brief  time  that  I  have,  here. 
The  first  item  on  the  list,  which  is  the  largest,  $160  billion  worth, 
is  commodity  Igmds.  What  that  means  is  commercial  timber  lands 
and  grazing  lands. 

Putting  these  lands  into  private  ownership  could  enhance  envi- 
ronmental values.  Owners  of  commercial  forests  don't  build  roads 
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that  cost  far  more  than  the  timber  is  worth,  as  the  Forest  Service 
does,  nor  do  they  clear  cut  and  leave  large  tracts  barren  to  erode 
onto  neighboring  properties. 

Private  owners  protect  the  value  of  their  timberland  for  the  long 
run  because  their  asset  value  shows  up  on  the  balance  sheet.  And 
Congress  can  attach  deed  restrictions  to  these  parcels  of  land  to 
guarantee  rights  of  access  for  backpackers,  hunters  and  fishermen, 
and  other  kinds  of  multiple  users,  so  it  is  not  inconsistent  with  con- 
tinued multiple  use,  to  shift  to  private  ownership. 

The  other  asset  I  want  to  mention  is  broadcast  frequencies.  Spec- 
trum, electromagnetic  spectrum,  is  becoming  the  key  economic  re- 
source on  which  the  information  telecommunications  revolution  de- 
pends, yet  Government  ownership  and  allocation  of  this  key  re- 
source represents  central  planning  at  its  worst. 

A  single,  low-price  UHF  television  channel  in  Los  Angeles  could 
be  worth  a  billion  dollars,  if  it  were  reallocated  for  cellular  phone 
service.  Why  should  Government  make  the  arbitrary  decision  about 
which  frequency  bands  have  which  kinds  of  services  in  them? 

Current  users  should  be  allowed  to  buy  full  ownership  rights  in 
their  frequencies  with  the  right  to  resell  them  for  the  highest  and 
best  use,  as  determined  by  the  marketplace.  The  FCC  should  sim- 
ply police  the  boundaries  and  prevent  interference,  not  try  to  allo- 
cate and  centrally  plan  this  whole  part  of  our  economy. 

Let  me  now,  finally,  turn  to  a  second  type  of  privatization,  which 
Ralph  Stanley  will  address  in  more  detail.  That  is,  infrastructure 
franchises. 

Here  again,  much  of  the  rest  of  the  world  is  way  ahead  of  us  in 
using  the  private  sector  for  infrastructure.  Countries  in  Europe, 
Asia,  and  Latin  America  are  selling  their  airports  and  water  sys- 
tems and  grsinting  long-term  franchises  to  private  firms  to  build 
new  toll  roads,  new  airports,  new  waste  disposal  systems. 

They  are  doing  this  for  several  reasons.  First  of  all,  these  are  not 
really  core  governmental  functions,  and  private  enterprise  is  gen- 
erally better  than  at  building  and  running  these  things  than  gov- 
ernment is. 

Second,  governments  everywhere  are  short  of  funds  to  invest  in 
infrastructure — no  new  story  here — and  investors  are  willing  and 
able  to  invest,  if  government  lets  them  earn  a  competitive  return. 

Third,  the  private  sector  can  generally  build  and  operate  infra- 
structure faster  and  cheaper  than  government  can. 

Fourth,  shifting  infrastructure  development  to  the  private  sector 
shifts  a  lot  of  the  risk,  as  well.  How  many  more  Denver  Airports 
can  this  country  afford? 

Fifth,  privatizing  infrastructure  means  putting  all  these  valuable 
facilities  on  the  tax  rolls  as  taxpajdng  businesses. 

Now,  in  this  country,  Congress  and  the  Bush  administration  and 
the  Clinton  administration  have  all  endorsed  the  idea  of  private  in- 
vestment in  infrastructure,  but  several  Federal  initiatives  have  had 
almost  zero  effect  on  moving  any  of  this  forward.  The  problem  is 
that  Federal  law  hasn't  really  come  to  grips  with  the  idea  that  the 
private  sector  can  be  a  major  player. 

In  effect.  Federal  law  encourages  what  we  sometimes  call,  "mu- 
nicipal socialism."  Here  is  how. 
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The  tax  law  says  that  if  you  are  a  Government-owned  airport  or 
electric  utility,  you  don't  pay  taxes  on  your  profits,  and  the  interest 
on  your  bonds  is  tax  exempt.  If  the  identical  facility  is  owned  by 
investors,  both  profits  and  bond  interests  are  taxed,  so  that  creates 
a  significant  disparity  in  the  cost  of  running  the  enterprise. 

Second,  Federal  grant  policy  imposes  a  kind  of  transfer  tax  on 
privatization.  It  says  that  if  you  privatize  one  of  these  facilities,  a 
portion  of  the  Federal  grants  has  to  be  paid  back  even  though  the 
facility  remains  in  the  same  use,  serving  the  public. 

Third,  regulatory  policy  often  exempts  Government-owned  facili- 
ties, by  name,  but  subjects  the  identical  facility  to  stringent  con- 
trols of  its  own  by  investors.  An  example  here  is  the  RCRA  legisla- 
tion and  its  effect  on  waste  water  treatment,  very  discriminatory. 
So  the  private  sector  has  gotten  the  message,  not  of  what  Govern- 
ment says,  but  of  what  Government  does. 

While  Bush  and  Clinton  and  Congress  all  say  they  want  private 
sector  infrastructure,  the  law  says,  "We  encourage  Government- 
owned  infrastructure."  Congress  could  change  all  of  this  by  making 
the  same  tax  regulatory  and  grant  rules  apply  to  all  public  purpose 
infrastructure,  regardless  of  who  owns  it. 

Just  making  all  new  issues  of  infrastructure  bonds  taxable  would 
ultimately  increase  Federal  revenues  by  $24  billion  a  year,  which 
would  significantly  help  with  deficit  reduction. 

Let  me  try  to  pull  this  all  together,  now,  and  sum  up.  The  last 
table  in  my  written  testimony  shows  overall  privatization  savings 
from  this  agenda.  If  the  Government  sold  $382  billion  worth  of  as- 
sets and  enterprises,  as  we  have  outlined  here,  and  used  the  pro- 
ceeds to  pay  down  the  National  debt,  there  would  be  annual  inter- 
est savings  of  nearly  $29  billion.  There  would  be  reduced  annual 
subsidies  of  at  least  $11  billion,  and  there  would  be  increased  Fed- 
eral tax  revenues  of  $13  billion. 
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Table  3 

Overall  Privatization  Savings 

($  Billions) 


Type  of  Sale 

One-Time 
Proceeds 

Annual  Deficit  Reduction 
Interest            Subsidy            Fed. 
Savings*          Elimin.            Corp. 
Tax  + 

State 
Corp. 
Tax** 

Local 
Prop. 

Tax+  + 

Enterprises 

$76.9 

$5.77 

$6.2 

$2.61 

$0.77 

$1.15 

Assets 

305.2 

22.89 

5.0 

10.38 

3.05 

4.58 

TOTALS: 

$382.1 

$28.66 

$11.2 

$12.99 

$3.82 

$5.72 

♦Interest  calculated  at  7.5%  on  Treasury  bonds 

+  Federal  corporate  tax  rate  of  34%  on  revenue  equal  to  10%  return  on  asset  value 
**State  corporate  tax  rate  of  10%  on  revenue  equal  to  10%  return  on  asset  value 
+  +Property  tax  rate  of  1.5%  of  asset  value 

You  add  those  three  numbers  together  and  it  totals  $53  biUion 
of  permanent  annual  deficit  reduction,  not  one  time.  In  addition,  if 
we  ended  the  interest  rate  subsidy  for  infrastructure  bonds,  there 
would  be  another  $24  billion  a  year,  totalling  $77  billion  of  perma- 
nent deficit  reduction. 

Now  to  me,  that  is  a  sum  worth  putting  some  effort  into  achiev- 
ing. But,  it  is  not  likely  to  happen  if  each  one  of  these  privatization 
measures  has  to  be  battled  out  individually,  one  by  one. 

This  is  a  problem  very  much  like  that  of  surplus  military  bases, 
where  Members  of  Congress  knew  that  these  bases  needed  to  be 
closed  but  nobody  wanted  to  vote  to  close  the  one  in  his  or  her  dis- 
trict or  State.  So,  the  solution  was  Dick  Armey's  breakthrough  idea 
of  an  independent  base-closing  commission,  with  an  annual  up-or- 
down  vote  on  a  whole  package  of  recommendations. 

I  suggest  that  a  similar  idea  be  used  for  privatization.  Either  set 
up  a  privatization  commission  or  include  the  idea  of  privatization 
targets  in  the  kind  of  spending  reduction  commission,  which  Sen- 
ator Connie  Mack  has  proposed. 

There  could  be  an  annual  target  for  sales  proceeds,  with  the  pro- 
ceeds earmarked  for  debt  payoff  so  as  to  produce  permanent  sav- 
ings in  interest  payments,  reduced  subsidies,  and  increase  tax  reve- 
nues. 

I  think  that  approach  would  deal  with  the  procedural  question  of 
how  hard  it  is  to  overcome  the  bias  toward  the  status  quo  that  ex- 
ists whenever  you  try  to  make  major  reforms. 

That  is  about  all  the  time  I  have.  I  would  be  happy  to  answer 
questions,  either  now  or  at  the  end  of  all  the  presentations. 

Chairman  DOMENICL  Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Poole  follows:] 
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My  name  is  Robert  W.  Poole,  Jr.  I  am  president  of  the  Reason  Foundation,  a  nonprofit 
public  policy  research  institute  based  in  Los  Angeles.  For  17  years  we  have  been  researching 
privatization  on  a  worldwide  basis.  I  have  done  research  on  this  subject  under  the  auspices  of 
the  U.S.  Agency  for  International  Development  and  the  World  Bank,  and  I  have  advised,  among 
others,  the  President's  Commission  on  Privatization,  the  White  House  Office  of  Policy 
Development,  the  U.S.  Department  of  Transportation,  and  in  the  current  Administration  both 
the  National  Economic  Council  and  the  National  Performance  Review. 

First  of  all,  1  want  to  clarify  what  I  mean  by  the  term  "privatization."  The  word  has 
become  an  umbrella  term  to  include  a  number  of  different  ways  in  which  functions  and 
responsibilities  can  be  shifted,  in  whole  or  in  part,  from  government  to  the  private  sector.  The 
four  most  common  forms  of  privatization  are  asset  sales,  infrastructure  partnerships,  contracting 
out  (outsourcing),  and  vouchers.  All  four  have  been  used  successfully  by  the  federal 
government,  and  each  has  its  place  in  the  "reinventing  government"  toolbox.  In  my  testimony, 
I  will  limit  my  comments  to  just  the  first  of  these  two,  asset  divestiture  and  infrastructure 
partnerships. 

Asset  Divestiture 

Divestiture  of  state  owned  assets  and  enterprises  is  the  most  common  form  of 
privatization  worldwide.  Some  100  countries  have  organized  programs  to  divest  assets,  and  over 
the  past  decade  the  sale  of  state-owned  assets  and  enterprises  has  generated  over  $445  billion. 
This  total  reflects  only  the  proceeds  from  public  share  offerings  and  the  sale  of  assets  or 
enterprises  to  corporate  buyers.  It  excludes  two  other  forms  of  divestiture  which  may  also  have 
their  place. 

Some  assets  and  enterprises  may  have  zero  or  negative  net  worth  while  costing  the 
government  significantl>  in  annual  operating  subsidies  (e.g.,  Amtrak).  It  may  make  sense  in  such 
cases  for  the  government  to  simply  give  the  enterprise  to  its  workers  and  managers,  or  to  its 
users,  along  with  the  future  responsibility  to  operate  it  without  further  subsidy.  While  generating 
no  sales  revenue,  this  type  of  transaction  can  reduce  the  federal  budget  deficit  by  eliminating 
various  annual  subsidies.. 

A  second  typ>e  of  give-away  has  been  used  mostly  in  former  communist  countries: 
voucher  privatization.  In  these  cases  the  government  gives  citizens  vouchers  which  they  can  use 
to  purchase  the  shares  in  various  government  enterprises.  The  purpose  is  to  spread  ownership 
widely  and  create  sufficient  investor  share-ownership  to  permit  the  creation  of  stock  markets, 
mutual  funds,  and  other  aspects  of  private  capital  markets.  This  form  of  divestiture  probably 
has  very  little  jqiplication  in  the  United  States. 

The  most  common  objection  to  selling  government  assets  is  that  this  would  be  "selling 
the  family  silver"  in  order  to  make  ends  meet.  In  other  words,  it  is  argued  that  it  is  short-sighted 
to  focus  on  the  one-time  gains  from  such  sales,  when  in  theory  the  government  could  be  better 
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off  if  it  operated  these  enterprises  more  efficiently  itself  and  kept  the  profits.  This  argument  is 
not  borne  out  by  experience. 

First  of  all,  most  government  enterprises  make  losses,  not  profits.  If  it  were  easy  for 
government  to  run  them  efficiently  and  profitably,  why  aren't  most  of  them  churning  out  profits 
for  the  Treasury  today?  The  reality  is  that  over  the  years  these  enterprises  have  been  saddled 
with  all  kinds  of  directives  and  controls  that  constrain  them  from  operating  as  true  businesses. 
Our  counterparts  in  England,  France,  Italy,  Germany,  Australia,  New  Zealand  and  elsewhere 
have  all  found  that  it  is  much  easier  to  make  these  enterprises  efficient  and  profitable  by 
privatizing  them  than  by  attempting  to  reform  them  within  the  government. 

In  fact,  we  find  that  the  financial  benefits  of  divesting  state-owned  enterprises  are  not 
limited  to  a  one-time  windfall  from  the  sale.  That  is  just  part  of  the  benefit— and  at  $445  billion 
worldwide-it  is  clearly  no  small  part.  The  second  benefit  is  the  permanent,  ongoing  savings 
from  the  elimination  of  annual  (or  periodic)  operating  and  capital  subsidies  for  these  enterprises. 
A  third  financial  benefit  is  the  new  streams  of  tax  revenue  produced  by  these  now-private 
enterprises.  These  include  federal  corporate  income  taxes,  state  corporate  income  taxes,  and 
local  property  taxes.  Finally,  if  the  proceeds  from  asset  sales  are  used  to  reduce  the  national  debt 
(by  reducing  the  need  to  roll  over  Treasury  bonds  that  come  due),  there  will  be  significant 
annual  savings  in  interest  costs. 

Sak  of  Federal  Enterprises 

Table  1  lists  some  of  federal  enterprises  which  are  potential  candidates  for  privatization 
as  going  concerns.  While  a  detailed  discussion  of  each  one  is  beyond  the  scope  of  this  testimony, 
a  few  comments  about  groups  of  these  enterprises  are  certainly  in  order. 

Electricity 

The  first  four  items  in  the  table  are  all  federal  energy  utility  systems.  The  federal 
government  is  the  nation's  largest  producer  and  distributor  of  electric  power,  a  role  that  may 
once  have  been  justified  in  the  name  of  economic  development  but  which  can  no  longer  be 
considered  governmental  in  nature.  Worldwide,  some  $11  billion  of  electric  utility  systems  were 
privatized  in  1994,  the  second  largest  category  after  telecommunications  systems.  No  arcane 
knowledge  is  needed  to  privatize  a  hydropower  dam,  a  power  marketing  agency,  a  military  base 
utility  system,  or  a  municipal  electric  utility.  Investment  bankers  and  accounting  firms  have  been 
analyzing  and  carrying  out  such  transactions  around  the  globe  for  the  past  10  years.  A  wealth 
of  expertise  is  available  on  how  to  structure  such  deals,  and  how  to  deal  with  the  inevitable 
political  concerns. 

One  of  these  concerns  is  possible  rate  increases  for  the  users  of  these  systems.  The 
traditional  'public  power"  argument  is  that  public  (i.e.,  government)  ownership  means  lower- 
cost  electricity.  In  fact,  there  is  no  empirical  evidence  that  the  inherent  costs  of  government- 
owned  electric  power  systems  are  any  lower  or  their  efficiency  any  greater.  The  reasons  why 
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comparisons  sometimes  show  lower  rates  for  users  of  public  power  are  purely  the  result  of 
artificial  advantages  given  to  such  systems  by  government  intervention:  specifically,  exemption 
from  various  local,  state,  and  federal  taxation;  tax-exemption  of  bonds  used  to  finance  such 
systems;  and  in  some  cases  access  to  below-market  borrowing  from  the  federal  Treasury.  In 
addition,  government-owned  retail  electricity  providers  are  arbitrarily  given  first  preference  for 
purchasing  this  artificially  cheaper  electricity.  All  of  these  interventions  should  be  abolished,  so 
that  the  choice  between  government-  or  investor-ownership  can  be  decided  case-by-case,  on  the 
merits,  rather  than  on  the  basis  of  government  biasing  the  case  in  favor  of  socialized  enterprise. 

Since  a  privatized  TVA  or  PMA  or  a  Corps  of  Engineers  dam  will  lack  these  artificial 
advantages,  it  is  possible  that  the  rates  it  will  have  to  charge  post-privatization  will  be  higher 
than  those  that  it  charges  today.  Needless  to  say,  the  customers  of  those  facilities  will  not  be 
happy  about  the  possibility  of  higher  rates  and  may  therefore  oppose  the  privatization. 

Several  points  need  to  be  made  in  this  regard.  First,  with  electricity  deregulation  fast 
approaching,  it  may  well  be  a  matter  of  survival  for  government-owned  electric  utilities  to 
develop  a  truly  commercial,  entrepreneurial  corporate  culture.  And  the  best  way  to  do  this  is  to 
become  a  true  commercial  enterprise,  answerable  to  shareholders  who  can  kick  out  stodgy 
management  that  is  not  up  to  the  task  of  coping  with  deregulation.  Ratepayers  whose  utility 
management  makes  bad  decisions  (think  back  to  the  WSPPS  debacle)  will  ultimately  face  even 
higher  rates  in  the  wake  of  bankruptcy  proceedings. 

Secondly,  the  extent  of  rate  increases  may  not  be  as  great  as  ratepayers  fear.  There  are 
strong  pressures  for  efficiency  within  investor-owned  utilities,  especially  as  the  environment 
becomes  more  competitive.  Efficiencies  in  operations  and  maintenance,  capital  investment 
programs,  and  financing  can  offset  much  of  the  difference  made  by  government-run  systems' 
lack  of  having  to  pay  taxes. 

Third,  somewhat  higher  electricity  rates  in  regions  where  rates  have  been  below  market 
are  objectively  a  good  thing.  The  Pacific  Northwest,  in  particular,  has  shown  the  least  degree 
of  energy  conservation,  because  the  artificially  low  rates  provide  less  incentive  for  people  to 
insulate,  buy  energy-efficient  appliances,  etc.  It  would  be  good,  as  a  matter  of  national 
environmental  policy,  for  all  parts  of  the  country  to  pay  market  prices  for  electricity,  and  we 
expect  some  environmental  groups  will  support  privatization  for  this  reason. 

Finally,  privatization  programs  can  be  designed  to  include  share  ownership  for  electricity 
ratepayers.  In  the  U.K.'s  privatizations  of  utilities-telecoms,  gas,  water,  and  electricity~the 
government  set  aside  a  portion  of  the  shares  in  the  new  utility  firms  specifically  for  the 
ratepayers,  at  a  discount  from  the  initial  offering  price.  Special  offers  were  made  so  that 
ratepayers  could  purchase  the  shares  over  a  period  of  time,  making  payments  along  with  their 
monthly  utility  bills.  Encouraging  ratepayers  to  become  shareholders  will  enable  them  to  share 
in  the  new  companies'  profits,  via  dividends-thereby  helping  to  offset  any  adverse  impact  of 
higher  electricity  rates. 
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Posal  Service 


One  of  the  most  valuable  federal  enterprises  is  the  U.S.  Postal  Service.  Its  value  stems 
in  part  from  its  ability  to  provide  a  highly  valued  nationwide  service  and  in  part  from  its 
extensive  real-estate  holdings.  As  with  many  of  the  other  enterprises  that  should  be  privatized, 
the  most  important  reason  to  privatize  the  Postal  Service  is  not  to  raise  money  but  to  improve 
the  organization's  ability  to  survive  and  thrive.     , 

There  is  no  need  to  belabor  the  obvious.  Having  already  lost  first  the  majority  of  its 
package-delivery  market  and  then  the  overnight  high-priority  market,  USPS  is  now  losing  an 
increasing  fraction  of  its  first-class  market  to  the  fax  machine  and  e-mail.  Yet  two  factors 
prevent  USPS  from  responding  to  these  challenges  like  a  commercial  enterprise.  First,  its 
monopoly  status  enables  it  to  subsidize  new  services  with  profits  from  monopoly  functions,  quite 
correctly  leading  commercial  providers  of  such  services  to  object  mightily  to  any  proposed  new 
ventures  by  USPS.  Until  USPS  gives  up  its  statutory  monopoly,  it  will  not  be  freed  to  compete, 
as  it  must  do  to  survive.  Secondly,  USPS's  corporate  culture  is  still  that  of  its  predecessor 
government  agency.  Lacking  shareholders  that  can  hold  management  accountable  for  truly 
commercial  performance—and  constrained  by  its  mountain  of  procedural  rules  and  red  tape— 
USPS  is  simply  unable  to  operate  like  a  real  business. 

Privatizing  and  deregulating  USPS  is  therefore  essential  for  its  survival.  The  world  is 
already  moving  in  this  direction.  Sweden  was  the  first  country  to  privatize  and  deregulate  its 
postal  service,  in  the  late  1980s.  Sweden  Post,  now  facing  two  competitors,  is  today  efficient 
and  profitable.  The  Netherlands  last  year  sold  part  ownership  in  its  postal  service  via  a  share 
offering,  and  Netherlands  Post  now  competes  outside  its  borders  for  international  air  mail. 
Argentina  has  announced  that  its  postal  system  will  be  privatized  this  year.  Malaysia  has 
announced  plans  to  do  likewise,  and  both  Britain  and  Canada  also  have  plans  on  the  drawing 
board  to  do  so. 

The  major  source  of  resistance  to  postal  privatization  is  the  postal  employees  and  their 
unions.  The  best  way  to  reassure  them  that  privatization  is  truly  in  their  interest  is  to  give  them 
partial  ownership  in  the  privatized  firm.  Earmarking  for  workers  and  managers  of  a  meaningful 
fraction  (e.g.  10  percent  or  more)  of  the  shares  in  a  firm  being  privatized  has  become  rou'ine 
around  the  world,  especially  for  large  firms  and  especially  for  those  which  are  labor-intensive. 
Turning  workers  and  managers  into  shareholders  is  one  of  the  best-known  ways  to  change  the 
corporate  culture  of  a  bureaucratic  enterprise,  giving  every  individual  a  tangible  stake  in  its 
success  as  a  profitable  private  enterprise.  Privatizing  USPS  could  involve  the  creation  of  the 
world's  largest  employee  stock  ownership  plan  (ESOP). 

Other  concerns  such  as  whether  there  should  be  uniform  nationwide  pricing  are  actually 
small  details.  As  with  airline  service  to  small,  rural  communities  following  airline  deregulation, 
the  least-bad  approach—if  some  form  of  protection  for  rural  areas  is  judged  essential-is  a 
targeted  subsidy  program  for  the  first  five  or  ten  years.  The  cost  would  be  minimal  in 
comparison  with  the  huge  benefits  of  more  User-ftiendly  nationwide  postal  service. 
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Air  Traffic  Control  and  GPS 

For  these  two  high-tech  functions,  the  imperative  to  privatize  is  so  that  users  can  realize 
the  full  potential  of  these  vital  24-hour-a-day  services. 

As  I  have  indicated  in  separate  testimony  to  the  House  Aviation  Subcommittee,  there  is 
near-consensus  within  the  aviation  community  that  the  problems  of  governmental  personnel, 
procurement,  and  budgeting  systems  fatally  hamstring  the  performance  of  the  nation's  air  traffic 
control  (ATC)  system.  It  cannot  retain  sufficient  highly  experienced  controllers  in  the  most 
demanding  locations  due  to  civil  service.  It  cannot  procure  state-of-the-art  computers  and 
electronic  systems,  because  by  the  time  its  procurement  process  is  completed,  the  systems  have 
already  become  obsolete.  And  it  cannot  rationally  plan  and  implement  a  modernization  program 
on  a  year-by-year  pay-as-you-go  basis. 

The  answer,  as  10  other  countries  have  already  found,  is  to  convert  ATC  into  a  separate 
user-funded  corporation,  independent  of  governmental  personnel,  procurement,  and  budgetary 
systems.  It  should  also  recruit  its  board  and  senior  management  from  private  industry,  use 
generally  accepted  accounting  principles,  and  borrow  only  from  the  private  capital  markets,  not 
the  Treasury. 

Because  the  ATC  corporation  will  continue  to  operate  as  a  monopoly,  we  recommend  that 
it  become  a  user-owned  not-for-profit  corporation  much  like  ARINC  (Aeronautical  Radio  Inc.). 
A  user  co-op  avoids  the  need  for  conventional  detailed  public  utility  regulation,  as  long  as  its 
charter  provides  adequate  protection  for  smaller  categories  of  users.  Rates  and  charges  should 
still  be  appealable  to  the  Secretary  of  Transportation. 

Much  the  same  analysis  can  be  applied  prospectively  to  the  Global  Positioning  System, 
the  complex  of  satellites  which  provide  real-time  position-locating  worldwide.  Developed 
originally  for  defense  purposes,  the  system  has  now  been  opened  to  civilian  users.  Full  use  of 
GPS's  tremendous  c^abilities  over  the  next  several  decades  promises  huge  benefits— to  aviation, 
ocean  shipping,  trucking  companies,  fleet  managers,  individual  drivers  (navigation  systems), 
hunters,  backpackers,  etc.  But  continued  DoD  operation  and  management  of  the  system  is  likely 
to  lead  to  under-exploitation  of  the  full  range  of  GPS's  potential. 

Hence,  there  is  a  good  case  for  devising  a  form  of  privatization  under  which  DoD"s 
defense  needs  can  continue  to  be  met  while  the  system's  full  commercial  potential  is  developed. 
A  federally  chartered  corporation  is  probably  the  answer,  whether  a  government  corporation, 
a  user  co-op,  or  a  regulated  investor-owned  firm.  The  pros  and  cons  of  these  alternatives  need 
to  be  studied  carefully. 

U.S.  Enrichment  Corporation 

In  1993  the  government's  uranium  reactor-fuel  production  activities  were  removed  from 
the  Energy  Department  and  reorganized  as  a  government  corporation,  with  privatization 


490 

contemplated  as  a  future  possibility.  The  corporation's  book  value  (net  worth)  is  now  $1.4 
billion  and  it  is  turning  a  profit.  It  should  be  streamlined  and  prepared  for  sale  to  investors. 

Research  Agencies 

The  next  three  items  on  the  list  are  all  involved  in  science-based  activities  for  which 
commercial  markets  exist,  and  in  which  the  agency's  ability  to  operate  commercially  is  often 
restricted  by  the  constraints  of  being  a  government  agency. 

Both  the  National  Weather  Service  and  the  U.S.  Geological  Survey  generate  information 
products  whose  commercial  value  is  potentially  quite  large.  But  their  status  as  government 
agencies  has  required  them  to  give  away  or  sell  for  token  amounts  much  of  this  valuable 
information.  (Ironically,  many  of  the  buyers  repackage  and  enhance  this  windfall  of  information 
and  resell  it  for  significantly  more  money.) 

Both  NWS  and  USGS  are  plagued  by  budgetary  constraints,  making  it  difficult  for  them 
to  afford  state-of-the-art  computer  systems  that  are  critical  to  their  success  in  processing  the 
large  volumes  of  information  inherent  in  their  work.  As  commercialized  entities,  thej-  would  be 
free  to  borrow  in  the  capital  markets  to  modernize  their  eqipment,  demonstrating  the  soundness 
of  these  investments  in  terms  of  future  sales  of  enhanced  information  products. 

NASA's  aeronautical  laboratories  (Ames,  Dryden,  Langley,  and  Lewis)  are  in  a  slightly 
different  situation.  The  market  for  their  aeronautical  research  &  development  is  limited 
principally  to  the  producers  of  aircraft  and  aircraft  engines,  along  with  the  military.  The  labs' 
findings  are  provided  at  no  charge  to  those  firms  and  DoD.  Hence,  taxpayer  suppon  for  these 
labs  amounts  to  a  subsidy  to  a  specific  industry  and  to  £>oD.  Privatizing  these  labs  would  be  a 
way  to  end  this  industry-specific  subsidy,  requiring  those  firms  to  purchase  this  valuable 
information  and  incorporate  the  cost  into  the  ultimate  prices  of  their  products.  I>oD  would 
become  responsible  for  funding  that  portion  of  these  labs'  work  that  it  finds  valuable. 

Worker-management  buyouts  would  be  one  form  of  privatization  suitable  for  NWS, 
USGS,  and  the  NASA  labs.  Trade-offs  between  for-profit  and  not-for-profit  organization  should 
be  a.ialyzed  to  determine  which  form  of  organization  would  be  most  compatible  with  the  long- 
term  viability  of  each  entity. 

Amtrak 

Though  frequently  appearing  on  lists  of  privatization  candidates,  Amtrak  will  be  difficult 
to  privatize  in  anything  like  its  current  form.  Were  the  company  to  be  put  up  for  sale,  as  is  (and 
with  all  current  laws  and  provisions  unchanged),  it  is  highly  doubtful  that  a  single  serious  bid 
would  be  received. 

As  is  well  known,  Amtrak  covers  neither  its  operating  nor  its  capital  costs  from  its  fiares. 
Even  the  Northeast  Corridor,  where  Amtrak  enjoys  its  heaviest  patronage,  is  a  money-losing 
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proposition. 

The  only  way  in  which  viable  bids  might  be  received  for  Amtrak  is  if  Congress  enacted 
major  changes  in  the  law  that  would  permit  dramatic  reductions  in  Amtrak's  costs.  Such 
measures  might  include  repeal  of  the  Federal  Employers'  Liability  Act  (at  least  as  it  applies  to 
Amtrak),  amending  the  Railway  Labor  Act  to  reduce  severance  pay  from  six  years  to  six 
months,  repealing  statutory  requirements  mandating  various  types  and  levels  of  Amtrak  service 
so  as  to  permit  it  to  discontinue  specific  routes  or  trains  without  this  being  cause  for  a  civil 
action  to  be  reviewed  by  the  Attorney  General,  and  reform  of  Railroad  Retirement  and 
Unemployment  Insurance  (with  the  goal  of  phasing  out  these  unique  railroad-related  programs 
in  favor  of  coverage  by  Social  Security  and  regular  unemployment  programs). 

Further  study  is  required  in  order  to  discover  if,  with  those  changes,  a  privatized  Amtrak 
might  be  a  viable  commercial  enterprise.  Operating  various  railfan  and  luxury  trains  might  be 
one  of  the  niche  markets  such  a  firm  could  serve,  in  addition  to  commuter  service  in  selected 
markets  such  as  the  Northeast  Corridor.  But  the  present  nationwide  network  of  long-distance, 
low-priced  train  service  is  probably  not  sustainable  even  with  radical  reforms  to  reduce  Amtrak's 
costs. 

Corporation  for  Public  Broadcasting/PBS 

The  development  of  abundant  cable  and  satellite  television  has  greatly  weakened  the 
original  case  for  taxpayer  support  of  public  broadcasting.  The  kinds  of  cultural  and  educational 
programming  once  considered  impossible  to  provide  commercially  are  now  available  from 
completing  commercial  channels.  And  the  fact  that  more  than  one  firm  has  recently  expressed 
interest  in  acquiring  CPB  or  PBS  is  an  indication  that  these  entities  have  developed  valuable 
programming  for  which  there  are,  indeed,  niche  markets. 

Privatizing  CPB  would  depoliticize  it,  ending  onje  and  for  all  the  endless  controversies 
between  liberals  and  conservatives  over  the  content  of  various  PBS  (and  NPR)  programs.  If 
Congress  judged  none  of  the  commercial  bids  for  CPB  to  be  acceptable,  an  alternative  would 
be  to  earmark  several  billion  dollars  of  the  proceeds  from  sale  of  broadcast  frequencies  (see 
below)  as  an  endowment  fiind  for  CPB,  sufficienl  to  end  its  dependence  on  annual 
appropriations.  CPB  could  then  become  an  independent  nonprofit  corporation,  deriving  its  annual 
budget  from  earnings  on  its  endowment,  fund-raising  and  sponsorships,  and  revenues  from 
licensing  and  commercial  spinoffs  (e.g.,  Barney). 

Sale  of  Federal  Assets 

Much  larger  than  the  potential  value  of  federal  enterprises  is  the  p>otential  value  of  other 
federal  assets.  Table  2  indicates  that  just  eight  categories  of  these  might  be  worth  as  much  as 
$300  billion.  Even  in  Washington,  DC,  as  they  say,  that  is  real  money. 
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The  YiwfX  bffcs  aesn  is  wte  «e  term  *CDinnKidit>-  lands.*  Thb  means  primarily 
UMbuUndsowBdiadopemedby  theU.S.  Forest  Service  and  grazing  lands  owned 
of  Land  KbneearaL  A  1989  Reasoo  Foundaoon  study,  malcing  conserv-ative 

S160  billion  at  market  value. 


SeUiae  dcse  toads  need  not  neu  ooosigning  diem  to  enviraanenal  ruin.  Indeed, 
exeisive  evidence  exiss  dtai  die  Forest  Service  and  tbe  BLM  are  poor  stewards  of  these  lands. 
USPS,  far  ^»*i"pi>.  is  mbrakkd  by  euviionineotalists  for  devoting  hundreds  of  millions  of 
doltan  B  bnktiag  kogging  rands  in  foress  wkose  timber  bwests  do  not  produce  suftlciem 
■>  reoawer  te  lands  <.  qandfil  cm  itose  rands.  Ukewise,  BLM's  practice  of  'chaining* 
redoces  umiit— nenai  <fi«enitv  and  is  decried  bv  environmentalists. 


Bodi  eaviranHa>il  aid  nwhipiL  uii  goals  can  be  secured  within  tbe  comext  of 
piivntinuon.  Deed  icMiiaiMft.  for  eamfHc,  can  require  die  purafaasers  of  forest  lands  to 
cammat  m  pronde  access  fx  mnh^  oses-hidng.  fiiknie,  hniti*e,  and  forestry.  Especially 
BLM  and  USPS  lands  (where  comnKreial  operaticxis  cannot  be 
II  If  HHWiiimJ  can  be  set  aside  kx  sale  vo  environmental  gratis. 

of  owner-users   differ  from  those  of  tenant-users.   Tbe  o«-ner  of 

tisfe  a  cigaifiranr  deacasc  in  the  land's  asset  value  if  it  engages  in 

ptaaices  sack  as  ckar-cottiag.  The  mcetcive  of  a  firm  given  a  shon- 

1  urn  !■■  w  land  is  lo  bwest  as  much  as  possfi>le  within  its  open 

of  Aeawerof  sncfaaieauice  is  to  maintain  its  loDg-ierm  asset  \-alue. 

appfies  to  tbose  «-fao  lease  versus  those  who  own  grazing  land. 

Wkie  it  wonU  be  politicaUy  chaUeqgiqg  to  create  a  decade-kng  pctigram  of  selling  off 
fedtai  rnmu  rwftj  hnds.  boA  ihe  htge  asset  i>riue  and  the  potential  of  enhacing  envirwimental 
vahKS  ar;gne  fcr  mridag  Ac  aocmpL 

The  fedeiai  gowenaBent  is  abo  te  nakn's  taigest  leixler— to  home  owners,  coil^e 
iindrits.  and  smdl  hii^inf  ^y^  in  panirulM  Uulbitunately.  the  various  agencies  invoN-ed  do  a 
retobvely  poor  job  of  (M^lnMine  on  these  loans.  There  is  poor  record^ceeping,  and  die  agencies 

anpeiietiue  sigmfiooDdy  higher  mes  <^  delinquency  and  default  than  privaie  lenders  do. 

A  knn  ponfatk)  is  an  asset  that  can  be  sold  for  a  pox^mage  of  its  £ace  >-alue.  to  a  buyer 
dotbeOencs  kcandoabeticrjabof  ooOectingon  the  loans  than  the  seller  is  doing.  During  the 
198Q&,  fedeni  loan  asKt  sales  ih  mianii  m  i1  ilac  the  federal  governm&g  could  receive  up  to  80 
on  Aedolvfor  is  hsBaaaeK.  Asaaiagasale  price  of  betwera  60  and  80  cents  on  die 
*s  cnrreat  S15S  billioa  portfolio  could  yield  between  S93  billion  and  S124 
would  be  relieved  of  admimsttMive  cjtpenscj  of  some  S2 
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btllioo  per  year. 

Various  Defetge  Roerves 

(>^  the  years,  eapeciiitydae  10  te  Cold  War,  tedefaae  III  iiliihMiB  bail  lip  a 
variety  of  reserve  saoda  of  wknB  rn— nrlirirr    Ok  of  is  oldes  of  Aoe  i 
ftirolwi  Reaerve,  aitwosiKs  ■CaBfar«aa«d  Wjiiwi^i,  Tigaeswctaof  oi  v 
sonegic  vahK.  and teir  oi  is,  ia Cki,  nU  ian te ooHBKRial  ■arfcandqr.  Bo* 
era  Presideai's  Coaousioa  oa  Piivjuutiaa  aad  te  Cfiau  AdaiainraDaa  hawe 
these  rcxrves  be  sold.  Their  miniMpri  Hartei  valae  at  •odqr's  oi  prices  is  Sl.6  hSoa. 

A  Kooad  dbaekut  reserve  is  die  Federal  Heliaai  Reaer««.  which  acooaas  fior  90  perces 
of  *e  aaiiaa's  heJiaai  s^es.  This  reaerve  has  a  mmket  vatae  of  bemeea  SLOaad  Sl^  I 
is  borrowmgs  fnu  Ae  Tieasary,  plas  accaMribaed  ■acrest,  axai  S1.4 1 
aet  proceeds  ftom  the  sale  a  vaah.  Bat  at  ieasi  te  sale  woaU  provide  a  ready  BKaas 
of  paying  off  die  reserve's  defaL 

laaddiDoa  tooflaad  hriJaa,  ifae  Defease  Deparore-  •  :    -  -  -  -  ^ '-vSzr^es  of 

odKT  ri'i—iiiliiii'i  dari^  te  Cold  War,  nach  of  wliicii  ^jgoa. 

These  sods  ihoald  be  sold  off  (wcr  a  period  of  years  ^so  ^  .                                  :  -zrcsx. 
price  of  each  coBBodsy). 

Straaepc  PctroleoHi  Reserve 

As  a  resah  of  the  od  cajwreos  of  die  196Qs  aod  1970k,  *e  fBdecai 
ahaBBCfTflna  reserve  saockof  pecrain^B.  WUfesach  reser<^s  coald  pro^^ 
snama  of  aKzpecied  niiply  ifaxtiBcs,  it  is  Ac  ensKace  of  the  iuuimls, 
owaershf),  that  is  criticaL  Privaae  iawiiBiws  coidd  carry  oai  ike  fiM  !■■  of 
reserve,  and  there  is  some  reason  a>  bdieiw  tec  Ae  release  of  saocfcs  froa 
iripnair  lo  marfcet  price  ■creases  woald  bentxe  tiBdyaadless  sabpccti 
Aaawoald  be  sach  itfcaiet  aader  iheoneat  poliiii;al  ■aaageaeat.  The 
Office  has  ouamtd  dK  Baaifcet  v^ae  of  the  SPR  x  $13  bffioa.  airi 
pi'ivjci/jDOB  ia  is  reoeat  opuoas  paper. 

Broadcasi  Freqoendes 

The  diaax  Atteiaisaacioa  has  set  u 
band  of  fireqaeacies  which  Ae  Federal 
ooaHBaaicaboas  services  (PCS).  By  doiag  so  it  has  gi«ca 
fteqaeaoes  are  a  fiora  of  property,  aa 
aaaHBBicatioas  services.  Bm  wfaie  fe  prccedeat  is 
short  ia  two  ways.  First,  Ae  prvc^ile  of 

fv  aBHsed.  Seooad,  what  has  beea  aactioaed  off  is  oaly  a 
QmaLaty.  laAer  Aaa  a  ftae  property  nght-  The  prac^ple  aeeds  lo  he 
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these  areas. 

First,  the  principle  of  private  ownership  of  the  means  of  production  is  equally  valid  for 
all  civilian  frequency  bands,  not  just  for  those  currently  unoccupied.  Among  the  most  important 
of  the  currently  occupied  bands  are  those  used  by  broadcasters.  On  the  one  hand,  current 
license-holders  exist  in  a  kind  of  twilight  zone,  in  which  their  studios,  antennas,  broadcast 
equipment  and  all  the  other  means  of  production  are  privately  owned,  but  the  frequency—without 
which  they  cannot  broadcast—is  held  at  the  sufference  of  a  federal  agency  which  can  rescind  the 
right  to  use  it  in  the  face  of  well -organized  opposition  to  the  content  of  the  current  broadcasting. 
The  ever-present  specter  of  censorship  (or  self-censorship)  is  a  threat  to  the  First  Amendment, 
as  well  as  to  the  economic  viability  of  each  broadcaster's  business. 

Moreover,  the  FCC,  in  its  central-planning  wisdom,  has  decreed  that  certain  frequency 
bands  must  be  used  only  for  the  purposes  which  the  Commission  has  specified— even  if 
alternative  uses  would  be  far  more  valuable.  Many  UHF  broadcast  frequencies,  for  example,  are 
worth  relatively  little  in  that  use,  but  those  same  frequencies,  if  repackaged  for  other  uses, 
would  command  a  huge  premium.  A  1992  FCC  study  estimated  that  a  single  under-utilized  Lx)s 
Angeles  UHF  station's  spectrum  allocation  might  be  worth  $1  billion  if  sold  off  for  cellular 
phone  service. 

Consequently,  a  growing  number  of  communications  analysts  now  agree  that  the  existing 
fi'equency  allocations  should  be  converted  to  true  private  property  rights  and  offered  first  to 
those  who  now  hold  the  relevant  license.  Since  a  majority  of  all  these  licenses  are  today  held 
by  fu-ms  which  purchased  them  from  someone  else  (reflecting  their  economic  value),  it  would 
be  unjust  to  charge  the  current  license-holder  the  full  market  value  (even  if  government  could 
accurately  assess  what  that  might  be).  Analyst  Milton  Mueller  has  suggested  instead  that 
incumbents  be  offered  the  opportunity  to  convert  their  current  freuency  license  into  a  true 
property  right  for  a  one-time  fee.  Those  frequencies  whose  were  incumbents  unwilling  to  pay 
this  fee  would  then  be  auctioned  off  to  the  highest  bidder.  Mueller  estimates  that  such  a 
procedure  would  raise  $8.6  billion  for  the  Treasury. 

Such  transactions  would  be  good  public  policy  beyond  simply  raising  revenue  that  could 
be  used  to  reduce  the  federal  debt.  By  converting  a  tenuous  bureaucratic  permission  into  a  secure 
property  right,  spectrum  privatization  would  greatly  strengthen  First  Amendment  protection  for 
broadcasting.  In  addition,  it  would  encourage  the  voluntary  reallocation  of  spectrum  to  higher 
and  better  (i.e.,  more  economically  valuable)  uses,  producing  large  economic  benefits  for 
American  society. 

Table  2  repeats  only  Mueller's  estimate  of  the  proceeds  from  privatizing  broadcast 
frequencies.  The  vast  array  of  other  spectrum  in  civilian  use— for  mobile  radio,  cellular  phones, 
satellite  transmission,  etc.— would  be  worth  many  billions  more  if  it,  too,  were  to  be  privatized 
in  a  similar  manner,  with  incumbent  license-holders  offered  the  fu^t  option.  This,  too,  would 
produce  economic  benefits  as  more  spectrum  was  reallocated  from  lower- value  to  higher- valued 
uses. 
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Government  Buildings  and  Land 

The  federal  government  is  the  nation's  largest  owner  of  real  property.  Not  only  does  it 
own  one-third  of  the  country's  land  area  (much  of  it  in  the  form  of  the  commodity  lands 
discussed  above,  as  well  as  national  parks  and  wilderness  areas),  but  it  also  owns  huge  amounts 
of  valuable  urban  land  and  buildings.  Moreover,  the  government  owns  some  $12  billion  of  real 
estate  overseas. 

It  is  long  overdue  for  the  Congress  to  review  the  GSA's  detailed  inventory  of  federal  real 
estate,  for  the  purpose  of  identifying  salable  properties,  both  domestic  and  foreign.  A  significant 
fraction  of  these  holdings  appear  to  be  surplus  by  any  reasonable  defmition.  And  for  that  real 
estate  which  is  required  for  ongoing  governmental  functions  (despite  the  current  round  of 
downsizing),  the  government  should  consider  the  option  of  sale  and  leaseback.  Many  state  and 
municipal  governments  are  discovering  that  their  in-house  costs  of  operating  and  maintaining 
office  space  are  as  much  as  double  that  of  the  private  sector.  Rather  than  battle  endlessly  over 
whether  or  not  to  contract  out  selected  operating  and  maintenance  tasks,  the  GSA  could  realize 
these  O&M  savings  by  selling  many  such  buildings  to  professional  real-estate  management  firms, 
and  leasing  back  needed  space  at  rates  which  reflect  private-sector  efficiencies. 

Infrastructure  Partnerships 

Although  the  federal  government  provides  grant  funding  for  portions  of  America's 
transportation  and  environmental  infrastructure,  its  ownership  and  operation,  as  well  as  the 
majority  of  its  financial  support,  lies  at  the  state  and  local  level  of  government,  as  well  as  with 
the  private  sector.  During  the  past  six  years,  the  federal  government  under  both  Bush  and 
Clinton  has  endorsed  the  idea  of  greater  private  sector  involvement  in  both  the  financing  and  the 
ownership  and  operation  of  infrastructure,  in  part  due  to  recognition  that  in  an  era  of  deficit- 
reduction,  federal  resources  for  infrastructure  are  more  likely  to  shrink  than  to  grow. 

There  are  two  global  trends  producing  greater  private-sector  involvement  in 
infrastructure.  The  first  is  the  sale  or  lease  of  existing  infrastructure  enterprises  to  investors, 
whereby  government-owned  airports,  electric  and  gas  utilities,  highways  and  bridges,  seaports, 
water  supply,  and  waste-disposal  systems  are  converted  to  investor-owned  erterprises.  The 
advantages  here  are  the  same  as  those  discussed  previously  for  the  sale  of  state-owned 
enterprises.  Where  the  infrastructure  facility  being  privatized  has  elements  of  monopoly,  its 
ability  to  exploit  this  monopoly  at  the  expense  of  users  must  be  restricted  by  some  form  of 
regulation,  either  contractual  or  via  some  form  of  independent  regulatory  agency.  In  the  past 
decade  both  Western  industrialized  nations  (e.g.,  Australia,  Denmark,  England,  France, 
Germany,  Italy,  New  Zealand)  and  developing  countries  (e.g.,  Argentina,  China,  Hong  Kong, 
Hungary,  Malaysia,  Mexico,  Portugal,  South  Korea)  have  been  privatizing  existing  infrastructure 
in  this  way. 

The  second  global  trend  is  the  use  of  a  long-term  franchise  (generally  known  overseas 
as  a  concession)  by  which  a  private  firm  or  consortium  is  authorized  to  design,  finance,  build, 
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own,  and  operate  a  new  infrastructure  facility.  In  most  such  arrangements,  at  the  end  of  the 
franchise  period  (typically  20  to  40  years),  the  facility  is  to  be  transferred  to  the  governmeni  free 
and  clear.  Hence,  the  common  term  for  such  arrangements  is  build-operate-transfer  (BOT). 

The  principal  advantages  of  using  long-term  franchises  for  new  infrastructure  are  several. 
First,  it  permits  government  to  tap  into  new  sources  of  capital,  at  a  time  when  public  sources 
of  infrastructure  investment  capital  are  shrinking.  Second,  experience  shows  that  private  firms 
are  able  to  develop  projects  in  considerably  less  time  than  government-sometimes  time  savings 
of  as  much  as  50  percent.  Third,  since  time  is  money,  the  private-sector's  speedy  design-build 
methods  can  reduce  a  project's  investment  cost;  in  addition,  a  firm  that  will  be  the  owner- 
operator  (rather  than  just  the  designer-builder)  has  strong  incentives  to  design  the  facilit>'  for 
efficient,  lower-cost  operations.  Fourth,  BOT  projects  transfer  a  significant  degree  of  risk  from 
government  to  the  private  sector,  thereby  limiting  the  extent  to  which  resources  get  spent  on 
white-elephant  projects.  Finally,  having  the  private  sector  own  and  operate  new  infrastructure 
means  that  these  facilities  become  taxpaying  enterprises  rather  than  exempt  government 
enterprises. 

At  the  state  level,  since  1988  eight  states  and  Puerto  Rico  have  enacted  laws  permitting 
toll-road  projects  to  be  developed  under  long-term  franchise  agreements.  A  number  of  local 
governments  have  considered  the  sale  or  long-term  lease  of  existing  airports  and  water  systems. 
Other  local  governments  have  sought  to  develop  new  wastewater  treatment  facilities,  often  by 
permitting  a  private  firm  to  buy  their  existing  plant  and  expand  and  modernize  it. 

The  federal  government  has  attempted  to  help  with  these  efforts,  thus  far  without  much 
success.  In  enacting  the  Intermodal  Surface  Transportation  Efficiency  Act  of  1991  (ISTEA), 
Congress  included  provisions  permitting  the  sale  or  lease  of  existing  federally  aided  highways 
and  bridges  (except  Interstates)  in  order  to  facilitate  their  rebuilding  and  modernization  via 
private  capital  leveraged  with  federal  highway  funds.  Thus  far,  no  projects  have  taken  advantage 
of  these  provisions.  President  Bush  in  1992  issued  Executive  Order  12803  on  infrastructure 
privatization,  in  an  attempt  to  reduce  barriers  to  the  sale  or  lease  of  facilities  (such  as  airports 
and  wastewater  treatment  plants)  that  have  received  federal  grants.  Thus  far,  only  one  such 
transaction  has  been  presented  to  the  federal  government  for  approval,  the  sale  of  a  tiny 
wastewater  facility  in  Ohio.  And  President  Clinton  issued  Executive  Order  12893  in  1993 
endorsing  the  use  of  private  capital  in  infrastructure  and  directing  federal  agencies  to  revise  their 
procedures  accordingly.  So  far,  there  has  been  little  to  show  for  this  measure,  either. 

Despite  these  problems,  the  potential  for  private  investment  in  expanding  and 
modernizing  America's  infrastructure  appears  to  be  quite  large.  A  1992  Reason  Foundation  study 
identified  $227  billion  worth  of  infrastructure  facilities  owned  by  cities  and  states  that  could  be 
self-supporting  as  privatized  enterprises.  Yet  realizing  this  potential  will  require  the  remoxal  of 
significant  federal  barriers. 
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Leveling  the  Playing  Field  for  Infrastructure 

Without  intending  to  do  so,  the  federal  government  has  rigged  the  game  against  private 
ownership  and  operation  of  infrastructure.  It  has  done  this  via  the  tax  code,  via  federal  grant 
policy,  and  via  regulatory  policy.  The  law  in  these  areas  provides  significant  economic 
advantages  to  an  infrastructure  enterprise  owned  and  operated  by  a  government  agency,  in 
contrast  to  the  identical  facility  serving  the  same  public  owned  and  operated  by  investors.  In 
effect,  the  federal  government  encourages  what  we  call  'municipal  socialism.* 

For  example,  in  the  tax  area,  a  government-owned  facility  pays  no  federal  corporate 
income  tax,  and  the  income  on  its  bonds  is  exempt  from  federal  taxation.  Both  of  these 
interventions  confer  significant  cost  savings  on  the  socialized  facility,  other  things  being  equal. 
In  the  grant  area,  even  the  Bush  executive  order  (which  was  intended  to  help  facilitate 
privatization)  still  imposes  die  equivalent  of  a  large  transfer  tax  on  the  sale  or  lease  of  a  facility, 
by  requiring  that  a  portion  of  previous  federal  grants  be  repaid  as  a  condition  of  federal 
approval.  In  the  regulatory  area,  a  number  of  environmental  laws  apply  a  less-stringent  standard 
to  publicly  owned  waste-disposal  facilities  compared  to  an  identical  facility  owned  by  investors. 

The  effect  of  all  these  provisions  is  equivalent  to  Congress  and  the  executive  branch 
having  determined  that  it  is  better  for  infrastructure  needs  to  be  met  by  government-owned 
facilities.  Given  the  efforts  of  recent  administrations  and  Congress  to  encourage  private 
investment  in  infrastructure,  it  is  clearly  not  their  intent  to  thus  discourage  privatization.  But 
today's  reality  that  the  private  sector  can  provide  and  is  providing  (worldwide)  all  the  major 
forms  of  infrastructure  traditionally  provided  by  government  is  thus  far  not  reflected  in  current 
law  and  policy  in  this  country. 

For  America  to  realize  the  benefits  of  private  investment  in  rebuilding  and  modernizing 
our  infrastructure.  Congress  needs  to  create  a  level  playing  field  between  government  and  private 
ownership  of  these  vital  facilities.  The  tax  code  should  be  reformed  to  treat  user-fee  supported 
infrastructure  in  the  same  manner,  regardless  of  ownership  status.  This  means  removal  of  the 
current  exemptions  from  federal  taxation  of  both  corporate  profits  and  the  interest  income  on  the 
revenue  bonds  issued  for  such  facilities.  The  latter  change  alone  would  ultimately  produce  some 
$24  billion  per  year  in  net  new  federal  revenues,  once  fully  phased  in  for  all  new  issues  of  such 
bonds. 

Second,  the  current  grant-repayment  requirements  in  the  event  of  privatization  should  be 
removed,  as  long  as  the  facility  continues  to  remain  in  the  public-serving  use  for  which  the 
federal  grants  were  originally  provided.  (In  other  words,  a  privatized  airport  could  not  be  turned 
into  condominiums  or  even  into  a  private  air-park  serving  only  members;  it  would  have  to 
continue  to  be  open  to  the  public  serving  all  customers  on  an  equal  footing.) 

Third,  all  regulatory  provisions  and  exemptions  that  currently  apply  to  facilities  owned 
and  operated  by  state  and  local  governments  should  apply  equally  to  the  equivalent  facilities 
owned  and  operated  by  investor-owned  firms.  The  key  legal  criterion  should  be  the  use  and 
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purpose  of  the  facility,  not  its  ownership  status. 

Implementation  of  these  reforms  would  open  the  door  to  widespread  private  investment 
in  revitalizing  this  nation's  vital  infrastructure  for  the  21st  century. 

General  Principles  for  Privatization 

The  preceding  discussion  leads  to  a  number  of  general  conclusions  as  the  United  States 
considers  launching  a  national  privatization  effort.  Among  these  lessons  are  the  following. 

1)  Privatization  Is  a  Major  Worldwide  Trend 

When  privatization  was  first  debated  in  the  early  Reagan  years,  it  was  correctly  seen  as 
something  only  conservative  governments  did,  and  for  ideological  reasons.  The  two  chief 
practitioners  were  Margaret  Thatcher's  Britain  and  General  Pinochet's  Chile.  Today,  with  over 
100  countries  engaged  in  privatization,  the  phenomenon  has  become  non- ideological.  Socialist 
governments  in  Spain  and  Greece,  Labor  governments  in  Australia  and  New  2^1and.  populist 
governments  in  Argentina  and  Mexico,  ex-communist  governments  in  Hungary  and  Poland,  and 
Asian  "tiger"  governments  in  Malaysia  and  Singapore  are  all  privatizing  state-owned  industries 
such  as  telecoms,  electric  power,  railroads,  and  even  airports,  postal  service,  and  water  supply. 

The  debates  in  these  countries  have  passed  beyond  whether  to  privatize  and  focused 
instead  on  how  best  to  do  the  job.  There  is  a  growing  consensus  that  government  should  focus 
its  limited  resources  on  core,  inherently  governmental  functions.  It  should  separate  policy- 
making and  regulation  from  actual  service  delivery—in  the  words  of  privatization  expert  E.S. 
Savas,  it  should  learn  to  "steer  rather  than  row." 

These  governments  have  all  recognized  that  large  economic  benefits  flow  from  replacing 
political  management  with  true  business  management,  from  replacing  administered  prices  with 
market  prices,  from  replacing  pork-barrel  investments  with  projects  that  meet  commercial  return- 
on-investment  criteria. 

The  United  States  can  reap  similar  benefits  via  a  sustained  commitment  to  privatizing 
federal  assets  and  enterprises,  and  encouraging  private  finance  and  management  of  infhistructure. 

2)  Privatization  is  a  Key  to  Modernization  and  Competitiveness 

More  than  half  of  all  the  privatization  candidates  discussed  in  this  testimony  involve 
significant  opportunities  for  technological  and  organizational  modernization,  for  which  the  shift 
to  investor  ownership  can  be  the  catalyst. 

The  electricity  industry  is  moving  rapidly  toward  deregulation.  While  this  change  will 
be  difficult  for  investor-owned  utilities,  it  is  potentially  devastating  to  government-owned 
electricity  firms.  Privatization  is  the  best  and  fastest  way  to  introduce  both  the  freedom  and  the 
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inventives  to  reinvent  their  corporate  cultures  in  ways  that  will  maximize  their  odds  of  surviving 
deregulation  as  viable  enterprises. 

Much  the  same  is  true  of  the  Postal  Service,  which  is  beset  by  new  forms  of  competition 
that  are  rapidly  eroding  its  cash-cow—first-class  mail  service.  And  should  international  postal 
competition  reach  our  shores  (as  it  has  those  of  Europe),  it  will  take  a  truly  commercial  postal 
enterprise  to  cope  with  this  additional  challenge. 

In  air  traffic  control,  satellite  navigation,  the  Weather  Service,  the  Geological  Service, 
and  NASA  labs,  the  challenge  is  to  modernize  these  entities'  means  of  production.  A  downsizing 
federal  government  is  poorly  equipped  to  do  this,  constrained  by  dwindling  budgets,  mountains 
of  red  tape,  inflexible  personnel  systems,  and  an  anti-commercial  ethos.  Rescuing  and  rebuilding 
these  vita!  enterprises  means  redesigning  them  as  either  nonprofit  or  for-profit  corporations. 

Our  transportation  infrastructure  of  airports,  ports,  and  highways  also  needs  reinventing. 
We  need  to  find  a  way  to  institutionalize  sound  investment  decisions,  based  on  return-on- 
investment  criteria.  We  need  to  institutionalize  proper  ongoing  maintenance  to  protect  these 
infi-astructure  investments.  And  after  a  decade  of  DOT  efforts  to  promote  market  pricing  of 
transportation  infrastructure,  we  need  to  acknowledge  the  public  sector's  extreme  difficulty  in 
charging  market  prices,  and  accept  the  fact  that  it  is  relatively  easier  (and  better  accepted)  for 
investor-owned  firms  to  do  so. 

Likewise,  our  environmental  infrastructure  suffers  from  much  the  same  set  of  ailments 
as  our  transportation  facilities.  Water  supply,  wastewater  treatment,  and  solid-waste  disposal  can 
all  be  provided  by  the  private  sector,  and  with  significantly  greater  likelihood  of  sound 
investment  decisions,  proper  long-term  maintenance,  and  market  pricing  that  promotes 
conservation. 

Finally,  spectrum  (frequencies)  is  increasingly  being  recognized  as  the  key  economic 
resource  on  which  much  of  the  benefits  of  die  information/telecommunications  revolution  will 
depend.  Putting  spectrum  into  the  marketplace  will  put  more  of  it  to  its  highest  and  best  (i.e.. 
most  economically  valuable)  use. 

In  all  of  these  ways,  privatization  will  lead  to  a  more  productive,  more  competitive 
economy. 

3)  Worker/Management  Ownership 

It  has  become  routine  for  the  privatization  of  state-owned  enterprises  to  include  the 
provision  of  a  fraction  of  the  shares  to  workers  and  managers,  on  preferential  terms  (e.g.,  at  a 
discount  from  the  offering  price).  Doing  so  is  politically  wise,  since  it  offers  the  employees  a 
form  of  compensation  for  giving  up  the  protections  of  civil  service  and  adjusting  to  the  rigors 
of  operating  in  a  competitive  marketplace.  This  practice  is  also  economically  wise,  since  it 
provides  a  very  tangible  incentive  to  the  workers  and  managers  to  make  the  enterprise  a 
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commercial  success.  When  they  can  see  that  improved  efficiency  translates  into  profits  which 
translates  into  increased  dividends  and  increased  stock  value,  they  are  more  likely  to  propose 
and  accept  changes  in  procedures,  work  rules,  and  possibly  even  entire  lines  of  business. 
Employee  stock  ownership  is  also  organizationally  wise,  in  that  it  directly  addresses  the  need 
to  change  the  corporate  culture  of  the  enterprise  from  bureaucratic  to  entrepreneurial. 
Worker/management  stock  ownership  should  be  included  as  a  provision  of  the  sale  of  federal 
enterprises  whenever  possible. 

4)  Customer  Share-Ownership 

As  with  workers  and  managers,  the  customers  of  utility-type  enterprises  may  also  fear 
that  privatization  will  be  to  their  disadvantage.  In  this  case,  the  concern  will  be  over  the 
possibility  of  higher  rates  and  charges.  Utility  privatizations  should  therefore  include  provisions 
that  make  it  easy  for  customers  within  the  utility's  service  area  to  purchase  stock  at  a  discount, 
and  possibly  with  payments  made  over  time,  via  their  monthly  utility  bills.  Although  the  concern 
with  large  rate  increases  may  be  exaggerated  or  unrealistic  (for  reasons  noted  previously),  a 
bona-fide  way  of  compensating  ratepayers  for  the  shift  to  a  privatized  utility  should  reduce  the 
extent  of  opposition  from  that  quarter. 

5)  Level  Playing  Field 

The  previous  discussion  of  infrastructure  has  made  clear  that  the  federal  government  has 
inadvertently  rigged  the  game  against  investor  ownership  and  in  favor  of  "municipal  socialism" 
for  utilities  and  other  infrastructure.  Once  it  is  recognized  that  either  form  of  ownership  is 
feasible,  Congress  should  remove  the  biases  from  federal  law  and  the  tax  code,  so  that  state  and 
local  governments  can  choose  between  these  alternatives  on  their  merits,  rather  than  because  of 
interventions  by  Washington,  DC. 

Specifically,  this  means  permitting  cities  and  states  to  sell  or  lease  federally  aided 
infrastructure  facilities  without  extracting  a  "transfer  tax"  in  the  form  of  a  requirement  to  repay 
federal  grants.  It  means  applying  the  same  regulatory  treatment  to  investor-owned  and 
government-owned  infrastructure  facilities,  so  long  as  both  serve  the  public  in  a  similar  manner. 
And  it  means  equalizing  the  tax  treatment  of  user-fee-supported  infrastructure,  making  both 
government-owned  and  investor-owned  facilities  liable  for  the  same  corporate  income  taxation 
and  the  same  degree  of  taxation  of  interest  on  their  bonds. 

Implementation  Issues 

As  shown  in  Table  3,  a  serious  privatization  agenda  could  produce  $382  billion  in  one- 
time proceeds,  which  should  be  earmarked  for  paying  down  the  national  debt.  In  addition,  three 
other  impacts  would  reduce  the  government's  annual  budget  deficit.  First,  elimination  of  current 
operating  costs  and/or  subsidies  would  yield  over  $11  billion  per  year  in  savings.  Second, 
federal  corporate  income  taxes  on  the  privatized  federal  enterprises  would  generate  an  estimated 
$13  billion  per  year.  Third,  the  reduction  in  the  national  debt  (thanks  to  the  asset-sale  proceeds) 
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would  lead  to  annual  interest  savings  in  the  vicinity  of  $29  billion.  Together,  these  three  savings 
total  $S3  billion  per  year.  In  addition,  by  the  end  of  the  transition  period  for  phasing  out  the 
exemption  from  federal  taxation  of  interest  on  infrastructure  bonds,  there  would  be  additional 
annual  federal  revenues  of  $24  billion  per  year.  Altogether,  this  agenda  would  lead  to  permanent 
deficit  reduction  of  $77  billion  per  year. 

It  should  also  be  noted  that  these  numbers  may  understate  the  full  potential  savings  from 
federal  privatization.  Tables  1  and  2  are  incomplete  in  two  ways.  First,  some  of  the  annual 
savings  estimates  were  not  included,  due  to  the  unavailability  of  hard  numbers  at  this  time. 
Second,  other  assets  and  enterprises  (e.g.,  non-broadcast  frequency  spectrum)  can  undoubtedly 
be  added  to  these  lists,  producing  further  sales  proceeds  and  the  associated  annual  savings.  So 
the  total  proceeds  and  annual  savings  from  a  full-fledged  federal  privatization  agenda  would  be 
larger  than  what  is  shown  in  these  preliminary  tables. 

While  these  numbers  in  the  aggregate  provide  a  meaningful  contribution  toward  the  goal 
of  a  balanced  budget,  most  of  the  individual  items  are  rather  small  (a  billion  here,  a  billion 
there,  etc.).  The  problem  is  that  with  each  individual  federal  asset  or  enterprise  having  a 
constituency  defending  its  status  quo,  and  with  those  constituencies  well -represented  before  the 
committees  that  have  historically  dealt  with  that  asset  or  enterprise,  the  gains  from  each  isolated 
privatization  may  appear  to  be  not  worth  the  cost  of  the  struggle  to  bring  it  about.  Once  again, 
the  tyranny  of  the  status  quo  may  prevail-even  though  most  people  would  agree  that  the 
aggregate  result  of  achieving  the  whole  agenda  would  be  worthwhile. 

This  problem  is  analogous  to  that  faced  by  advocates  of  closing  surplus  military  bases 
in  the  1980s.  Congressman  Dick  Armey  proposed  the  breakthrough  solution  of  a  Base  Closing 
Commission,  which  would  have  carte  blanche  to  identify,  on  the  merits,  a  whole  set  of  bases 
which  were  good  candidates  for  closure.  Congress  agreed  to  bind  itself  to  accept  or  reject  the 
entire  package  of  recommendations  in  an  up-or-down,  no-amendments-possible  vote.  This 
mechanism  permitted  members  of  Congress  to  do  what  was  right  despite  the  potential  of  short- 
term  pain  in  their  individual  districts. 

A  similar  mechanism  might  prove  equally  useful  in  the  case  of  privatization.  A 
Privatization  Commission  could  be  charged  with  identifying,  each  year  until  a  balanced  budget 
has  been  achieved,  a  package  of  federal  assets  and  enterprises  to  be  privatized,  along  the  lines 
discussed  in  this  testimony.  Alternatively,  this  task  could  become  an  explicit  part  of  the  mission 
of  the  Spending  Reduction  Commission  proposed  by  Sen.  Connie  Mack  and  Reps.  Dan  Miller 
and  David  Minge.  Either  way,  the  independent,  bipartisan  commission  would  produce  an  annual 
list  of  proposals  that  would  be  voted  on  as  a  package,  without  amendment,  in  an  up-or-down 
vote. 


18 


502 

Table  1 
Salable  Federal  Enterprises 


Name 

Sales  Revenue 

Annual  Savii 

($  billions) 

($billions) 

TVA 

12.0 

7 

5  PMAs 

14.0 

1.8 

Dams  (Corps,  BuRec) 

20.0 

? 

GSA,  VA  DoD  energy  facil. 

10.0? 

? 

US  Postal  Service 

8.1 

- 

Air  Traffic  Control 

- 

1.8 

Global  Positioning  System 

7.0 

? 

U.S.  Enrichment  Corp. 

LO 

? 

National  Weather  Service 

2.5 

0.4 

US  Geological  Service 

0.5 

0.6 

4  NASA  Aeronautics  Labs 

1.5 

0.3 

Amtrak 

- 

1.0 

Corp.  Public  Broadcasting 

0.3? 

0.3 

TOTALS: 

$76.9 

$6.2 
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Table  2 
Salable  Federal  Assets 

Name 

Sales  Revenue 
($  billions) 

Annual  Savings 
($billions) 

Commodity  Lands 
(USPS,  BLM) 

160.0 

3.0 

Loan  Portfolio 

108.0 

2.0 

Naval  Petroleum  Reserve 

1.6 

? 

Federal  Helium  Reserve 

- 

? 

Defense  Stockpile 

1.0? 

? 

Strategic  Petroleum  Reserve 

13.0 

? 

Broadcast  Frequencies 

8.6 

- 

Govt.  Bldgs./Land 

5-20 

? 

TOTALS: 

$297.2-$317.2 

$5.0 

Table  3 

Overall  Privatization  Savings 

($  Billions) 


Type  of  Sale 

One-Time 
Proceeds 

Annual 
Interest 
Savings* 

Deficit  Reduc 
Subsidy 
Elimin. 

ion 
Fed. 
Corp. 
Tax-I- 

State 
Corp. 
Tax** 

Local 
Prop. 
Tax+-t- 

Enterprises 

$76.9 

$5.77 

$6.2 

$2.61 

$0.77 

$1.15 

Assets 

305.2 

22.89 

5.0 

10.38 

3.05 

4.58 

TOTALS: 

$382.1 

$28.66 

$11.2 

$12.99 

$3.82 

$5.72 

♦Interest  calculated  at  7.5  %  on  Treasury  bonds 

-(-Federal  corporate  tax  rate  of  34%  on  revenue  equal  to  10%  return  on  asset  value 
**Sute  corporate  tax  rate  of  10%  on  revenue  equal  to  10%  return  on  asset  value 
-«--•- Property  tax  rate  of  1.5%  of  asset  value 
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Chairman  Domenici.  Mr.  Stanley? 

STATEMENT  OF  RALPH  L.  STANLEY,  SENIOR  VICE  PRESIDENT, 
UNITED  INFRASTRUCTURE  COMPANY 

Mr.  Stanley.  My  name  is  Ralph  Stanley,  and  I  am  currently  a 
Senior  Vice  President  of  United  Infrastructure  Company,  a  joint 
venture  of  Bechtel  and  Peter  Kiewit,  two  diversified  construction 
companies  with  international  operations  and  combined  revenues  of 
more  than  $11  billion. 

United  Infrastructure  is  a  newly  formed  developer,  whose  pur- 
pose is  development  and  ownership  of  infrastructure  projects  such 
as  roads,  bridges,  waste  water  treatment  plants,  and  airports.  We 
are  a  company  formed  to  assist  in  addressing  the  short  fall  in  in- 
frastructure resources.  We  are  also  dedicated  to  working  with  your 
committee  and  others  to  develop  policies  at  the  Federal,  State,  and 
local  level  to  encourage  private  involvement  in  infrastructure. 

Prior  to  joining  UIC,  I  served  as  founder.  Chairman,  and  CEO 
of  the  Toll  Road  Corporation  of  Virginia,  the  company  now  building 
the  private  extension  of  the  Dulles  Toll  Road.  I  have  also  served 
in  Washington  for  6  years  as  Chief  of  Staff  to  the  Secretary  of 
Transportation,  and  Administrator  of  the  FTA,  where  I  actively 
sought  to  increase  private  sector  involvement. 

I  have  served  on  two  Presidential  Commissions,  looking  at  the 
potential  for  privatization,  as  well  as  the  means  to  deliver  private 
capital.  I  speak  of  my  background  only  to  demonstrate  I  have  been 
on  both  sides,  attempting  to  implement  public-private  partnerships, 
and  I  am  well  aware  of  what  changes  are  needed  to  increase  pri- 
vate investment. 

It  has  been  well  documented  that  we  need  substantially  more  in- 
vestment in  infrastructure  to  remain  competitive  in  a  global  econ- 
omy. The  public  sector  is  currently  spending  $140  billion  annually 
on  infrastructure.  Projections  of  the  short  fall  range  from  $40  bil- 
lion to  $80  billion  a  year. 

EPA  projects  the  need  for  an  additional  $200  billion  in  new  fi- 
nance over  the  next  decade  to  bring  communities  into  compliance 
with  existing  Federal  mandates,  and  the  Federal  Highway  Admin- 
istration has  estimated  that  $29  billion  a  year  is  needed  to  merely 
maintain  the  conditions  of  the  Nation's  roads  and  bridges. 

The  use  of  the  private  sector  to  develop,  own,  and  operate  infra- 
structure projects  in  partnership  with  the  public  sector  has  become 
a  global  phenomena  in  both  developing  and  developed  countries. 
According  to  a  recent  survey  by  the  authoritative  publication,  "Pub- 
lic Works  Financing,"  there  are  now  more  than  900  projects  in  72 
countries  with  a  total  requirement  of  $680  billion  that  are  in  devel- 
opment or  have  been  put  under  construction  since  the  mid-1980's. 

This  trend  is  evident  from  Eastern  Europe  to  the  Asia-Pacific, 
where  former  Treasury  Secretary  Lloyd  Bentsen  estimated  a  need 
of  $1  billion  a  week  in  China  to  meet  that  country's  infrastructure 
needs. 

Indeed,  in  the  past  2  years  alone,  there  have  been  a  number  of 
funds  created  to  meet  this  need,  and  those  funds  include  American 
institutional  investors,  such  as  insurance  companies,  banks,  and 
pension  funds.  Thus,  as  the  competition  for  capital  globally  in- 
creases, we  as  a  Nation  are  finding  ourselves  in  the  position  of  pro- 
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viding  resources  from  United  States  insurance  and  pension  funds 
to  finance  improved  infrastructure  overseas. 

As  those  capital  resources  are  utilized  to  improve  the  infrastruc- 
ture of  other  nations  and  their  economies  that  compete  with  us, 
surely  now  is  the  time  to  remove  the  barriers  that  prohibit  private 
investment  and  ownership  of  infrastructure  in  the  United  States. 

I  would  like  to  focus  the  balance  of  my  testimony  on  specific 
steps  that  I  think  can  be  taken  in  this  session  of  Congress  that 
would  have  a  profound  effect  on  freeing  up  private  sources  of  cap- 
ital. 

This  committee  is  charged  with  the  task  of  making  difficult 
choices  on  spending  priorities.  I  believe  the  steps  suggested  here 
today  would  more  than  offset  whatever  projected  reductions  and 
outlays  for  capital  available  for  infrastructure  are  made  in  this  ses- 
sion of  Congress. 

The  Infrastructure  Investment  Commission,  which  I  served  on  in 
1993,  included  Neil  Goldschmidt,  a  former  Mayor  of  Portland,  Gov- 
ernor of  Oregon,  and  Secretary  of  Transportation;  Kay  Bailey 
Hutchinson,  now  a  U.S.  Senator,  and  formerly  Treasurer  of  the 
State  of  Texas;  and  Frank  Hanly,  the  General  President  of  the 
Union  of  Operating  Engineers. 

We  suggested  the  adoption  of  the  National  Infrastructure  Devel- 
opment Act.  The  Commission  was  bipartisan,  was  unanimous  in  its 
recommendations,  and  recognized  two  fundamental  truths.  There 
would  be  a  decrease  in  Federal  funding  for  infrastructure,  and  new 
ways  were  needed  to  leverage  the  funds  that  were  available. 

This  committee  is  now  confronting  the  former  and  the  rec- 
ommendations from  that  Commission  I  commend  to  you.  Those  rec- 
ommendations were  incorporated  in  legislation  that  was  written 
and  introduced  last  session,  by  Congresswoman  Rosa  DeLauro,  and 
supported  by  Rob  Spring  of  Milbank  Tweed. 

The  legislation  was  quite  simple.  It  would  establish  the  National 
Infrastructure  Corporation  to  provide  debt,  equity,  credit,  and  risk 
insurance  to  private  entities  for  revenue-based  infrastructure 
projects.  It  would  be  funded  with  a  3-year  capitalization  through 
the  same  of  common  stock  to  the  Treasury. 

It  had  four  basic  functions.  First,  it  would  make  senior  and  sub- 
ordinate loans,  as  well  as  investments,  available  to  these  consortia 
for  revenue-based  infrastructure  projects. 

Second,  it  would  provide  limited  financial  insurance  on  the  debt 
of  projects  that  would  have  difficulty  obtaining  credit. 

Third,  it  would  provide  limited  preconstruction  risk  insurance; 
and 

Finally,  it  would  certify  the  eligibility  of  projects  for  public  bene- 
fit bonds.  These  public  benefit  bonds,  another  recommendation  of 
the  Commission,  would  allow  pension  funds  to  invest  in  infrastruc- 
ture. 

Second,  I  would  codify  Executive  Order  12803.  Bob  alluded  to 
that.  There  are  a  number  of  infrastructure  facilities  in  this  country, 
such  as  airports,  highways,  and  waste  water  treatment  plants, 
today,  that  were  built  with  Federal  grants  in  the  past  30  years.  A 
common  feature  of  those  grants,  thousands  of  which  I  signed  while 
I  was  at  FTA,  was  the  requirement  that  the  Federal  portion  be  re- 
paid if  the  asset  is  transferred  to  the  private  sector.  This  restriction 
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has  prevented  a  lot  of  transactions,  such  as  Albany,  New  York's  at- 
tempt to  sell  and  then  lease  its  airport  in  1989. 

In  1992,  President  Bush  issued  an  Executive  order  which,  while 
somewhat  better,  still  requires  the  city  or  State  to  repay  the 
undepreciated  portion.  This  repayment  requirement  has  hampered 
any  real  activity.  This  Congress  should  enact  a  measure  that  sim- 
ply allows  States  and  cities  to  privatize  their  federally  aided  infra- 
structure, by  sale  or  lease,  so  long  as  they  are  kept  in  the  same 
original  use. 

Bob  Poole's  Reason  Foundation  has  estimated  there  are  approxi- 
mately $227  billion  worth  of  such  assets  eligible  to  be  transferred. 

A  third  recommendation  I  would  have  in  this  Congress  is  the  re- 
moval of  the  current  ban  of  tolls  on  the  Interstate  Highway  Sys- 
tem. In  the  past  8  years,  Congress  has  relaxed  the  provision  re- 
garding tolls  or  user  fees  on  Federal  aid  highways,  and  I  think  in 
the  next  highway  bill  the  current  restriction  on  tolls  on  the  inter- 
state should  be  removed  completely. 

That  would  be  particularly  helpful  to  repair  the  280,000  bridges 
in  this  country  that  are  unsafe.  Our  company  is  currently  negotiat- 
ing a  franchise  on  the  Tacoma  Narrows  Bridge  in  the  State  of 
Washington  that  would  allow  tolls  to  be  installed  and  improve- 
ments made  to  that  facility. 

I  would  also  like  to  announce  today  that  our  company  and  Brown 
&  Root,  part  owner  and  contractor  on  the  Dulles  Toll  Road  Exten- 
sion, will  shortly  be  submitting  a  proposal  to  the  Transportation 
Department  to  design,  finance,  build,  and  operate  a  replacement  fa- 
cility for  the  Woodrow  Wilson  Bridge.  A  removal  of  the  ban  on  tolls 
would  greatly  add  to  that  effort. 

Finally,  there  are  two  simple  changes  in  the  Tax  Code  which  I 
would  assert  would  bring  billions  of  dollars  of  additional  invest- 
ment into  this  country's  infrastructure.  The  single  most  significant 
barrier,  as  Bob  mentioned,  is  the  difference  in  the  rate  between 
tax-exempt  bonds,  which  increase  the  deficit,  and  taxable  bonds. 

I  think  the  first  step  should  be  the  adoption,  as  I  mentioned,  of 
the  public  benefit  bond,  which  was  incorporated  in  the  DeLauro 
legislation,  which  would  allow  pension  funds,  who  have  over  $4.5 
trillion  in  assets,  to  safely  invest  in  infrastructure. 

A  second  and  very  simple  change  would  be  to  remove  the  current 
5-year  limit  on  operating  and  maintenance  contracts,  which  has  the 
practical  effect  for  a  company  like  ours  of  curtailing  willingness  to 
make  a  capital  investment.  This  restriction  should  simply  be  abol- 
ished, and  I  can  say  today  that  if  it  were,  billions  of  dollars  of  cap- 
ital improvements  would  be  made  to  facilities  such  as  waste  water 
treatment  plants. 

These  improvements  would  be  made  with  taxable  revenue  bonds, 
which  would  have  the  additional  benefit  of  adding  revenue  to  the 
Treasury. 

A  third  change  in  the  Tax  Code  would  be  to  eliminate,  as  Bob 
mentioned,  the  distinction  between  public  and  private  ownership 
when  it  comes  to  eligibility  for  tax  exempt  bonds,  if  they  are  to  re- 
main. Tax  exempt  status  should  be  made  for  all  public-purpose  in- 
frastructure, or  it  should  simply  be  eliminated  for  those  facilities 
that  are  self-supporting. 
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To  conclude,  I  think  these  changes  can  be  achieved.  They  have 
no  impact  on  the  deficit  and  can  be  done  in  this  Congress.  The  cu- 
mulative effect,  as  I  mentioned  earlier,  would  be  to  attract  billions 
of  dollars  to  aid  in  the  repair  and  reconstruction  pf  this  country's 
infrastructure. 

I  would  like  to  see  them  included  in  the  budget  resolution  as  pol- 
icy issues,  and  would  encourage  them  to  be  reviewed  by  the  rel- 
evant Senate  committees,  and  adopted.  Thank  you. 

Chairman  DOMENICI.  Thank  you  very  much,  Mr.  Stanley. 

[The  prepared  statement  of  Mr.  Stanley  follows:] 

Prepared  Statement  of  Ralph  L.  Stanley 

Good  morning.  My  name  is  Ralph  Stanley,  and  I  am  currently  a  senior  vice  presi- 
dent of  United  Infrastructure  Company,  a  joint  venture  of  Bechtel  and  Peter  Kiewit, 
two  diversified  construction  companies  with  international  operations  and  combined 
revenues  of  more  than  $11  billion.  United  Infrastructure  is  a  newly  formed  devel- 
oper whose  purpose  is  the  development,  and  ownership  of  infrastructure  projects 
such  as  roac^,  bridges,  wastewater  and  water  plants,  and  airports.  We  are  a  com- 
pany that  was  formed  to  assist  in  addressing  the  shortfall  in  infrastructure  re- 
sources. We  are  also  dedicated  to  working  with  our  committee  and  others  in  devel- 
oping policies  at  the  Federal,  State,  and  local  level  to  encourage  private  involvement 
in  infrastructure. 

Prior  to  joining  UIC,  I  served  as  the  founder,  chairman,  and  chief  executive  officer 
of  the  toll  road  corporation  of  Virginia,  the  company  now  building  the  private  exten- 
sion of  the  Dulles  toll  road,  the  country's  first  effort  at  infrastructure  privatization. 
I  have  also  served  here  in  Washington  for  6  years  as  chief  of  staff  to  the  Secretary 
of  Transportation  and  administrator  of  the  Federal  Transportation  Administration, 
where  I  actively  sought  to  increase  the  role  played  by  the  private  sector  in  providing 
needed  transportation  infrastructure.  I  have  also  served  on  two  presidential  commis- 
sions which  examined  both  the  potential  for  general  privatization  of  government 
services  as  well  as  new  means  to  involve  private  capital  in  the  delivery  of  infrastruc- 
ture projects.  I  speak  of  my  background  to  demonstrate  that  I  have  been  on  both 
sides  attempting  to  implement  public/private  peirtnerships,  and  am  very  well  aware 
of  what  changes  in  Federal  policy  are  needed  to  increase  private  investment  in  in- 
frastructure. 

It  has  been  well  documented  that  this  country  needs  substantial  increased  invest- 
ment in  its  basic  infrastructure  to  remain  competitive  in  a  global  economy.  The  pub- 
lic sector  currently  is  spending  $140  billion  annually  on  infrastructure  investments. 
Projections  of  the  shortfall  range  from  $40-$80  billion  a  year  to  meet  our  critical 
infrastructure  needs.  The  United  States  Environmental  Protection  Agency  alone 
projects  the  need  for  $200  billion  in  new  finance  over  the  next  decade  to  bring  com- 
munities into  compliance  with  existing  Federal  mandates  for  clean  water  and  clean 
air.  The  Federal  Highway  Administration  has  estimated  that  $29  billion  a  year  is 
needed  to  merely  maintain  the  conditions  of  this  Nation's  roads  and  bridges.  It  is 
quite  clear  that  these  needs  cannot  be  met  by  Government  alone,  whether  at  the 
Federal,  State,  or  local  level. 

The  use  of  the  private  sector  to  develop,  own,  and  operate  infrastructure  projects 
in  partnership  with  the  public  sector  has  become  a  global  trend  in  both  developing 
ana  developed  countries.  According  to  a  recent  survey  by  the  authoritative  publica- 
tion. Public  Works  Financing,  more  than  900  projects  in  72  countries  with  a  total 
requirement  of  almost  $680  billion  are  in  development  or  have  been  put  under  con- 
struction by  private  sponsors  since  the  1980s.  This  trend  is  evident  from  eastern  Eu- 
rope to  the  Asia-Pacific,  where  former  Treasury  Secretary  Lloyd  Bentsen  estimated 
a  need  of  $1  billion  a  week  in  China  alone  to  meet  that  country's  infrastructure 
needs.  In  the  past  2  years,  a  number  of  funds  have  been  created  to  meet  this  need, 
and  many  include  Ainerican  institutional  investors  such  as  insurance  companies, 
banks,  and  pension  funds.  Thus,  as  the  competition  for  capital  increases,  we  as  a 
nation  find  ourselves  in  the  position  of  providing  resources  from  U.S.  insurance  and 
pension  funds  to  finance  improved  infrastructure  overseas.  As  our  capital  resources 
are  utilized  to  improve  the  infrastructure  of  other  nations,  and  their  economies  that 
compete  with  us,  surely  now  is  the  time  to  remove  the  barriers  that  prohibit  private 
investment  and  ownership  of  infrastructure  in  the  United  States. 

I  would  like  to  focus  the  balance  of  my  testimony  on  specific  steps  that  the  Con- 
gress can  take  in  this  session  that  will  have  a  profound  effect  on  freeing  up  private 
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sources  of  capital  to  invest  in  America's  infrastructure.  This  committee  is  charged 
with  the  task  of  making  difficult  choices  on  spending  priorities,  and  the  steps  that 
are  suggested  here  today  will  more  than  offset  those  reductions  by  leveraging  the 
capital  available  and  allowing  for  private  capital  to  be  invested. 

ADOPT  THE  NATIONAL  INFRASTRUCTURE  DEVELOPMENT  ACT 

The  infrastructure  investment  commission  upon  which  I  served  in  1993  also  in- 
cluded: 

•  Neil  Goldschmidt,  a  former  Mayor  of  Portland,  Governor  of  Oregon  and  Secretary 

of  Transportation; 

•  Kay  Bailey  Hutchinson,  now  a  U.S.  Senator  and  formerly  a  treasurer  of  the  State 

of  Texas;  and 

•  Frank  Hanly,  General  President  of  the  Union  of  Operating  Engineers. 

The  commission  was  bipartisan,  unanimous  in  its  recommendations,  and  it  recog- 
nized two  fundamental  truths:  There  would  be  a  decrease  in  Federal  funding  and 
new  ways  would  be  needed  to  leverage  funds  that  were  available.  This  committee 
is  now  confronting  the  former  and  needs  the  recommendations  from  that  commis- 
sion were  very  ably  incorporated  into  legislation  written  by  Robert  Spring  of 
Milbank,  Tweed,  the  commission's  General  Counsel  and  introduced  by  Congress- 
woman  Rosa  DeLauro  last  Congress.  That  legislation  would  establish  a  government 
corporation,  the  National  Infrastructure  Corporation  (NIC)  that  would  provide  debt, 
equity,  credit  and  risk  insurance  to  private  entities  for  revenue-based  infrastructure 
projects.  NIC  would  be  funded  with  a  3  year  capitalization  through  the  sale  of  com- 
mon stock  to  the  treasure,  total  start  up  funds  would  be  $1  billion  a  year  for  3  years 
only,  and  any  further  investment  would  be  prohibited.  Afl;er  a  period,  there  would 
be  a  complete  conversion  to  private  ownership,  at  which  point  tne  Federal  Govern- 
ment would  be  repaid. 

NIC  would  provide  four  functions.  First,  it  would  make  senior  and  subordinate 
loans  as  well  as  investments  to  private  entities  for  revenue-based  infrastructure 
projects.  Second,  it  would  provide  limited  financial  insurance  on  the  debt  of  projects 
that  would  have  difficulty  obtaining  credit.  Third,  it  would  provide  limited 
preconstruction  risk  insurance,  and  finally,  it  would  certify  the  eligibility  of  projects 
for  public-benefit  bond  status.  Public  benefit  bonds,  another  commission  rec- 
ommendation, would  allow  pension  funds  to  invest  in  infi-astructure  projects  in  a 
manner  competitive  with  tax-exempt  rates. 

The  establishment  of  NIC  could  be  achieved  quickly,  and  the  funds  for  its  capital- 
ization could  come  from  existing  grant  authorizations.  Indeed,  its  function  could  be 
performed  by  a  simple  amendment  to  the  charter  of  an  existing  government  spon- 
sored entity,  such  as  Connie  Lee.  The  result  of  the  creation  of  an  entity  to  perform 
the  functions  of  NIC  would  be  $30  billion  worth  of  new  infrastructure  investment 
and  three  quarter  of  a  million  jobs. 

CODIFY  EXECUTIVE  ORDER  12803 

There  are  a  number  of  infrastructure  facilities  such  as  airports,  highways,  and 
wastewater  systems  that  have  been  built  with  Federal  grants  during  the  past  30 
years.  A  common  feature  of  such  grants,  thousands  of  which  I  signed  at  FTA,  re- 
quires a  repayment  of  the  Federal  portion  of  the  grant  if  the  asset  is  transferred 
to  the  private  sector.  This  restriction  has  prevented  many  such  transactions,  such 
as  Albany,  New  York's  attempt  to  sell  and  then  lease  its  airport  in  1989. In  1992, 
to  increase  private  involvement  in  infrastructure.  President  Bush  issued  Executive 
Order  12803,  which,  while  better  still,  requires  the  city  or  State  to  repay  the 
undepreciated  portion  of  the  grant.  Nevertheless,  the  repayment  requirement  has 
hampered  any  real  activity.  This  Congress  should  enact  a  measure  that  allows 
States  and  cities  to  privatize  their  Federally  aided  infrastructure,  by  sale  or  lease, 
so  long  as  they  are  kept  in  their  original  use.  Bob  Poole's  reason  foundation  has  esti- 
mated that  there  are  approximately  $227  billion  of  such  assets  eligible  to  be  trans- 
ferred. 

REMOVE  CURRENT  BAN  ON  TOLLS  ON  INTERSTATE  HIGHWAYS 

A  recent  estimate  by  the  Federal  Highway  Administration  indicated  that  there 
are  $212  billion  in  needed  highway  work  and  $78  billion  in  bridge  improvements 
needed  on  our  Nation's  roads.  Congress  has  gradually  relaxed  the  ban  regarding 
tolls  on  Federal  Aid  Highways  in  the  past  8  years,  and  in  the  next  highway  bill  the 
current  restriction  on  tolls  on  the  interstate  should  be  removed  completely.  This 
would  be  particularly  helpful  to  repair  the  $280,000  bridges  in  the  country  that  are 
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unsafe.  Our  country  is  currently  negotiating  a  franchise  on  the  Tacoma  Narrows 
Bridge  in  Seattle  that  would  allow  tolls  to  be  installed  and  improvements  made  to 
that  facility,  including  the  possibility  of  a  new  bridge,  under  a  50  year  franchise. 
I  would  also  like  to  announce  today  that  our  company  and  Brown  &  Root,  part- 
owner  and  contractor  of  Dulles  Greenway,  will  shortly  be  submitting  a  proposal  to 
the  Federal  Government  to  design,  finance,  build,  and  operate  a  replacement  facility 
for  the  Woodrow  Wilson  Bridge.  A  removal  of  the  ban  on  tolls  would  greatly  add 
to  this  effort. 

TAX  CODE  CHANGES 

Finally,  there  are  several  very  simple  changes  in  the  tax  code  which,  if  made, 
would  bring  billions  of  additional  investment  into  our  Nation's  infrastructure.  The 
single  most  significant  barrier  to  infrastructure  privatization  is  the  rate  difference 
between  tax-exempt  bonds,  which  increase  the  Federal  deficit,  and  taxable  bonds. 
The  first  step  would  be  the  adoption  of  the  public  benefit  bond,  which  would  allow 
the  Nation's  pension  funds,  with  over  $4.5  trillion  in  assets,  to  invest  in  infi-astruc- 
ture. 

A  second  change  would  be  to  remove  the  current  5  year  limit  on  operating  and 
maintenance  contracts,  which  has  the  practical  effect  of  curtailing  a  private  firms 
willingness  to  make  a  capital  investment.  This  restriction  should  be  abolished,  and 
if  it  were,  billions  of  dollars  of  capital  improvements  would  be  made  to  facilities 
such  as  wastewater  treatment  plants.  These  improvements  would  be  made  with  tax- 
able revenue  bonds,  which  would  have  the  additional  benefit  of  adding  revenue  to 
the  Treasury. 

A  third  change  would  be  to  eliminate  the  distinction  between  public  and  private 
ownership  when  it  comes  to  the  eligibility  to  use  tax  exempt  bonds.  Tax  exempt  sta- 
tus should  be  made  for  all  public-purpose  infrastructure,  or  it  should  be  eliminated 
for  those  facilities  that  are  self-supporting. 

CONCLUSION 

These  specific  changes  I  have  suggested  can  be  achieved  in  this  Congress  and  can 
be  easily  implemented.  The  cumulative  effect  would  be  to  attract  dollars  of  private 
capital  to  meet  this  Nation's  infrastructure  needs,  more  than  enough  to  offset  what- 
ever reductions  in  outlays  for  Federal  grants  are  made  in  the  budget.  These  sug- 
gested policy  changes  should  be  included  in  the  budget  resolution  as  policy  issues 
to  be  reviewed  by  the  relevant  Senate  committees  and  adopted  in  this  Congress. 

Chairman  DOMENICI.  Mr.  Kettl? 

STATEMENT  OF  DONALD  F.  KETTL,  PROFESSOR  OF  PUBLIC 
AFFAIRS  AND  POLITICAL  SCIENCE,  LA  FOLLETTE  INSTI- 
TUTE  OF  PUBLIC  AFFAIRS,  UNIVERSITY  OF  WISCONSIN- 
MADISON 

Mr.  Kettl.  Thank  you,  Mr.  Chairman.  I  am  dehghted  to  be  here 
this  morning.  I  am  a  professor  of  public  affairs  and  pohtical  science 
at  the  Robert  La  FoUette  Institute  of  Public  Affairs  at  the  Univer- 
sity of  Wisconsin,  and  I  am  also  a  nonresident  senior  fellow  at  The 
Brookings  Institution. 

As  we  search  for  strategies  and  tactics  to  reduce  the  cost  of  Gov- 
ernment and  try  to  reduce  its  size,  and  in  addition  to  make  it  more 
effective,  privatization  will  unquestionably  have  to  play  a  central 
role. 

We  have  long  experience  that  demonstrates  that  privatization 
can  save  money  and  improve  service.  We  also  have  substantial  ex- 
perience, however,  that  helps  to  make  four  different  points. 

First,  privatization  is  not  one  strategy,  but  really,  many.  In  fact, 
privatization  strategies  are  so  diverse  that  it  is  impossible  to  gener- 
alize about  them.  Smart  reform  requires  carefully  matching  the 
right  kind  of  privatization  answer  to  a  given  public  policy  problem. 

Second,  not  everything  should  be  privatized.  Even  though  many 
functions,    perhaps    even    most    functions,    could    in    theory    be 
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privatized,  Government  must  retain  certain  core  functions  to  en- 
sure the  public  interest.  Smart  reform  requires  separating  those 
things  that  can  be  done  by  the  private  sector  from  those  things 
that  must  be  done  by  Government. 

Third,  privatization  cannot  automatically  manage  itself.  No  pri- 
vate sector  corporation  would  outsource  functions  critical  to  its  mis- 
sion without  carefully  managing  the  process.  American  Govern- 
ment needs  to  learn  the  lessons  of  America's  most  successful  com- 
panies. Smart  reform  requires  careful  oversight  of  privatized  pro- 
grams. 

My  fourth  point  is  that  the  budgetary  process  can  create  incen- 
tive that  can  undermine  privatization,  and  sloppy  privatization  can 
actually  drive  up  Government's  costs.  Smart  reform  requires  set- 
ting up  the  game  to  ensure  that  Government  and  its  citizens  con- 
sistently win. 

Let  me  try  to  tackle  each  of  these  points.  First,  just  what  is  pri- 
vatization? Conservatives  and  liberals  alike  have  come  to  embrace 
the  idea  that  privatization  can  in  fact  save  money,  but  in  the  proc- 
ess, we  often  overlook  an  important  truth,  which  is  the  Federal 
Government  has  in  fact  already  privatized  many  goods  and  serv- 
ices. In  fiscal  year  1993,  in  fact,  half  of  all  discretionary  Federal 
spending  went  through  contracts  and  grants  to  State  and  local  gov- 
ernments. Most  of  the  rest  went  to  pay  both  the  salaries  of  people 
in  the  armed  services  and  also  Federal  bureaucrats  who  have  to 
write  the  checks  to  make  entitlement  programs  and  the  rest  of  the 
system  work. 

Privatization  is  in  fact  already  a  well-established  tool  of  Amer- 
ican Government.  But  what  confuses  the  debate  in  many  cases  is 
the  fact  that  we  use  privatization  to  cover  a  wide  range  of  different 
kinds  of  program.  In  fact,  the  basic  problem  is  balancing  public  and 
private  power,  as  I  suggest  in  my  longer  testimony. 

In  the  process  of  privatization,  countries  abroad  in  fact  have 
moved  to  try  to  figure  out  a  way  to  redress  that  balance,  selling 
assets,  engaging  in  widespread  contracting  out.  In  many  ways, 
what  they  have  sought  to  do  is  to  create  a  system  more  like  the 
American  one  to  begin  with. 

If  you  look  at  the  share  of  the  economy  accounted  for  by  Govern- 
ment spending  in  fact,  the  United  States  ranks  nearly  at  the  bot- 
tom of  all  industrialized  countries.  Japan  is  only  a  tad  lower  than 
the  United  States.  What  that  suggests  is  that  in  msiny  cases  what 
is  happening  abroad  is  that  other  countries  are  selling  assets  to  be- 
come more  like  the  American  economy. 

The  most  important  lessons  of  the  privatization  debate  abroad 
thus  often  have  little  currency  for  what  we  are  talking  about  here. 
We  have  a  wide  and  broad  toolbox  in  the  United  States  that  in  fact 
consists  of  many  different  kinds  of  Government  tools.  We  have  di- 
rect spending  programs  like  Social  Security.  We  have  franchises 
like  the  Department  of  Agriculture's  National  Finance  Center.  We 
have  contracting  out.  We  have  voluntary  services,  like  the  Small 
Business  Administration's  SCORE  Program.  We  have  vouchers, 
like  food  stamps.  We  have  Government  corporations,  like  the  Postal 
Service.  We  have  asset  sales. 

I  think  the  most  important  lesson  here  is  that  different  kinds  of 
privatization    have   different   consequences,    and   different   policy 
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problems  require  different  approaches  to  privatization  if  we  are 
going  to  manage  Government  smart. 

The  second  question  is  what,  then,  should  be  privatized.  We  have 
extensive  experience,  and  I  would  make  three  important  points 
here.  The  first  is  that  almost  everything  can  be  privatized.  The  De- 
partment of  Energy,  for  example,  has  demonstrated  that  virtually 
its  entire  nuclear  bomb  manufacturing  operation  and  now,  virtually 
its  entire  cleanup  operation,  can  be  managed  by  contractors, 
whether  it  is  contractors  providing  guards  at  the  front  gate  or  actu- 
ally inside,  operating  the  bulldozers,  cleaning  up  the  operation.  Vir- 
tually anything  can  be  contracted  out. 

But  point  two  under  this  is  that  not  everything  should  be 
privatized.  We  have  experience  and  long  Government  policy  that 
holds  that  so-called  "inherently  governmental  functions"  should  not 
be  privatized,  things  that  have  to  do  with  key  factors  of  the  Gov- 
ernment's mission.  Contractors,  for  example,  have  been  discovered 
preparing  testimony  for  administrative  witnesses  to  present  before 
congressional  committees — in  a  sense,  private  contractors  writing 
administration  policy,  which  transgresses  any  boundary  of  what 
the  private  sector  ought  to  be  doing. 

It  is  one  thing  to  rely  on  contractors  to  help  provide  goods  and 
services,  but  it  is  quite  another  to  use  contractors  to  exercise  Gov- 
ernment's sovereign  power.  Too  often,  the  urge  to  privatization  has 
driven  Government  across  that  line. 

The  third  point  is  that  the  conditions  for  successful  privatization 
sometimes  just  do  not  exist.  The  great  lesson  of  our  experience 
with  privatization  so  far  is  that  it  is  not  the  public-ness  or  the  pri- 
vate-ness  of  programs  that  produces  success,  but  rather,  competi- 
tion. Creating  a  situation  that  replaces  a  private  monopoly  with  a 
public  monopoly  or  a  public  monopoly  with  a  private  monopoly  can 
in  many  cases  simply  continue  the  problems  that  we  have  been 
having  for  years. 

In  many  Government  programs,  competition  simply  does  not 
exist  or  is  hard  to  stimulate.  If  we  do  not  have  an  effective  market 
with  large  numbers  of  buyers  and  sellers,  we  often  create  situa- 
tions where  we  simply  transfer  the  locus  of  the  problem  from  Gov- 
ernment to  the  private  sector. 

Our  lesson  here  is  that  just  because  almost  everything  can  be 
privatized  does  not  mean  that  everything  should  be  privatized. 
Government  must  command  those  activities  that  represent  the  ex- 
ercise of  sovereign  power.  And  for  those  programs  that  are 
privatized.  Government  must  ensure  that  it  can  create  the  most 
important  condition  of  all,  which  is  competition. 

My  third  broad  point:  What  does  successful  privatization  require? 
What  we  have  discovered  is  that,  even  when  Government  does  en- 
gage in  privatization,  success  is  not  automatic.  No  private  cornpany 
would  dream  of  simply  turning  over  critical  parts  of  its  mission  to 
suppliers  and  count  on  a  competitive  market  to  ensure  high-quality 
goods  at  low  prices.  We  have  in  fact  already  learned  that  lesson. 

If  you  think  back  about  the  most  egregious  cases  of  fraud,  waste 
and  abuse  of  the  1980's,  they  turn  out  frequently  to  be  cases  of  con- 
tracting out  gone  awry,  particularly  the  failure  of  the  Pentagon  to 
pay  careful  attention  to  its  contractors,  or  management  problems 
at  HUD,  or  inadequate  oversight  of  the  Hubble  space  telescope, 
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problems  of  fraud  in  the  Medicare  Program  and  so  on.  If  you  look 
at  the  most  egregious  issues  that  we  have  worried  about  and  some 
of  the  largest  leakages  of  money  from  the  Federal  Treasury,  they 
turn  out  to  be  instances  of  contracting  out  or  of  other  kinds  of  pri- 
vatization programs  that  the  Government  has  not  adequately  man- 
aged. 

If  Government  is  to  truly  learn  the  lessons  of  the  private  market 
and  to  rely  on  those  lessons  more,  it  needs  to  learn  how  to  be 
smart.  It  needs,  for  example,  to  try  to  figure  out  how  to  replicate 
the  lessons  of  the  Nike  Shoe  Company.  Nike  is  a  very  interesting 
example,  as  a  1986  Business  Week  story  pointed  out.  Nike  has  for 
a  long  time  manufactured  relatively  few  shoes,  but  it  does  focus  on 
research  and  development,  design,  marketing,  and  financial  con- 
trol. That  is,  it  figures  out  what  it  is  it  needs  to  do  to  perform  its 
mission  and  then  it  figures  out  what  parts  of  its  mission  it  can 
safely  allow  private  sector  providers  to  supply  for  it. 

The  lesson  here  is  that  in  deciding  what  to  privatize,  the  Federal 
Government  has  to  be  just  as  smart  as  America's  most  successful 
companies.  It  is  one  thing  to  privatize  the  production  of  goods  and 
services,  but  no  organization  can  pursue  its  mission  effectively  if  it 
does  not  retain  the  ability  to  assess  what  it  wants  to  do,  how  best 
to  do  it,  and  what  others  are  doing  on  its  behalf. 

My  fourth  point:  How  can  we  ensure  that  privatization  saves 
money,  not  costs  money?  The  evidence,  as  we  have  already  heard 
this  morning,  is  that  carefully  managed  privatization  unquestion- 
ably can  save  a  lot  of  money.  But  the  historical  record  raises  two 
important  points.  The  first  is  that  poorly  managed  privatization 
can  cost  the  Treasury  billions.  We  can  find  whatever  money  we 
hoped  to  save,  leaking  out  on  all  sides  if  we  do  not  have  a  program 
that  is  managed  carefully. 

If  we  look  at  Operation  111  Wind,  the  Challenger  disaster,  the 
Superfund  Program,  the  problems  with  the  Department  of  Energy 
contracts,  and  a  whole  host  of  other  issues,  we  find  that  in  many 
cases,  we  have  had  to  spend  extra  money  because  of  mismanage- 
ment of  programs  in  an  effort  in  the  past  to  privatize. 

The  budgetary  costs  today  of  the  Government's  failure  to  act  as 
a  smart  buyer  are  unmeasured,  but  unquestionably  are  huge  and 
mount  to  the  billions  of  dollars. 

The  second  issue  here  is  that  there  are  incentives  in  the  budg- 
etary and  the  personnel  process  that  tend  to  drive  up  costs.  There 
are  huge  efforts  afoot  now  to  try  to  shrink  the  size  of  Govern- 
ment— for  example,  we  have  already  committed  ourselves  to 
downsizing  the  Federal  work  force  by  272,900  workers,  with  thou- 
sands more  to  come.  This  is  obvious,  because  it  is  one  of  the  few 
decisions  that  can  produce  quick  and  scorable  results  and  shrink 
the  deficit.  And  there  is  no  doubt  that  we  need  even  further  to  re- 
duce the  Federal  work  force.  But  the  risk  is  that  if  we  shrink  the 
work  force  without  thinking  about  where  to  do  it,  by  engaging  in 
privatization  and  contracting  out  that  simply  is  devoted  to  forcing 
decisions  out,  without  regard  for  how  that  ought  to  be  done  and 
where  the  smart  work  force  is  going  to  be  created  to  manage  those 
contracts,  we  run  the  risk  in  the  long  run  of  costing  the  Govern- 
ment far  more  money  than  we  save  and  putting  billions  of  dollars 
more  at  risk. 
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So  the  problem  here  and  the  lesson  is  that  if  Government  is 
going  to  privatize  more,  it  must  be  a  smart  buyer.  If  it  does  not 
invest  in  the  effective  management  needed  to  do  so,  billions  of  dol- 
lars more  will  hemorrhage  from  the  Treasury,  if  the  Government's 
budgetary  system  creates  few  incentives  to  ensure  that  the  Govern- 
ment invests  in  the  critical  capacity  to  safeguard  the  public's 
money. 

Let  me  summarize.  This  is  by  no  means  a  brief  against  privatiza- 
tion. Indeed,  our  experience  shows  that  smart  privatization,  man- 
aged carefully,  can  in  fact  save  enormous  amounts  of  money.  But 
there  are  four  points. 

First,  in  the  past,  the  privatization  debate  has  often  been  sloppy 
because  its  participants  have  not  stopped  to  think  through  which 
privatization  option  best  matches  the  problem  they  want  to  solve. 

Second,  even  though  we  can  and  should  expand  privatization  in 
the  United  States,  we  need  to  be  careful  not  to  privatize  the  core 
functions  that  are  essential  to  ensuring  effective  Government  and 
the  public  interest. 

Third,  privatized  Government  services  cannot  manage  them- 
selves. Low-cost  and  effective  programs  require  skilled  public  man- 
agement. 

And  fourth,  without  such  careful  management,  the  short-term  in- 
centive to  shrink  the  deficit  could  over  the  long  haul  put  tens,  per- 
haps even  hundreds  of  billions,  of  dollars  at  risk.  Efforts  to  save 
money  in  the  short  run  could  paradoxically  end  up  costing  far  more 
in  the  long  run  if  we  are  not  careful  and  smart  about  what  we  do. 

America's  best-managed  companies  have  worked  hard  to  define 
and  promote  their  core  activities.  They  have  suffered  mightily 
when  they  have  failed.  In  the  effort  to  make  Government  more  like 
the  private  sector,  this  is  the  most  important  lesson  to  learn. 

Let  me  stop  at  that  point  and  invite  whatever  questions  you 
might  have. 

Senator  Gorton  [presiding].  Thank  you. 

[The  prepared  statement  of  Mr.  Kettl  follows:] 
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I  am  delighted  to  appear  here  before  the  Committee  this  moming  £ind  to  take  part  in  this 
discussion  of  privatization  and  tfie  reform  of  American  government  As  we  search  for  strategies 
and  tactics  to  reduce  the  cost  of  government  and  make  it  more  effective,  privatization  will 
unquestionably  play  a  central  role.  We  have  long  experience  that  demonstrates  tfiat  privatization 
unquestionably  can  save  money  and  improve  service.  We  also  have  substantial  experience, 
however,  that  inescapably  underlines  four  important  points. 

First,  privatization  is  not  one  strategy  but  many.  In  fact,  privatization  strategies  are  so 
diverse  that  it  is  impossible  to  generalize  about  them.  Smart  reform  requires  carefully  matching 
the  right  privatization  answer  to  a  given  public  policy  problem. 

Second,  not  everything  should  be  privatized.  Even  though  many  functions  can  be  privatized, 
government  must  retain  certain  core  functions  to  ensure  the  public  interest  Smart  reform 
requires  separating  those  things  that  can  be  done  by  the  private  sector  from  those  things  that 
must  be  done  by  government 

Third,  privatization  cannot  manage  itself.  No  private  sector  corporation  would  outsotirce 
hmctions  critical  to  its  mission  without  carefully  managing  the  process.  American  government 
needs  to  leam  the  lessons  of  America's  most  successful  companies:  Smart  reform  requires  careful 
oversight  of  privatized  programs. 

Fourth,  the  budgetary  process  can  create  incentives  that  can  undermine  privatization—  and 
sloppy  privatization  can  actually  drive  up  government's  costs.  Smart  reform  reqiiires  setting  up  (he 
game  to  ensure  that  government  and  its  citizens  consistendy  win. 

Let  me  turn  to  each  of  these  points  in  turn. 
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What  is  Privatization? 

Many  reforms  fly  loosely  in  formation  under  the  banner  of  "privatization."  The  argument 
is  siniple.  Government,  because  it  mostly  operates  as  a  monopoly,  is  wasteful.'  Market 
competition,  on  the  other  hand,  promotes  efficiency.  As  OMB  argued  during  the  Reagan  years. 

Competition  is  the  driving  force  behind  quality  and  economy  of  operations  in  the 
private  sector.  Private  sector  managers  are  continually  challenged  by  competitors 
who  may  force  them  out  of  business  if  they  do  not  operate  in  the  most  efficient 
manner.  This  constant  competitive  pressure  forces  managers  to  be  iru\ovative  and 
flexible  as  they  promote  performance-based  management  to  serve  their 
customers.^ 


This  clear  and  forceful  argument  has  produced  a  straightforward  prescription:  Take  as  much  as 
possible  of  what  the  goverrunent  does  and  turn  it  over  to  the  private  sector;  of  those  things  that 
government  should  do,  rely  on  private  markets  wherever  possible;  and  if  reliance  on  private 
markets  is  inipossible,  simulate  competition  within  government  itself. 

Conservatives  have  long  embraced  diis  prescription.'  More  recently,  new  Democrats  like 
David  Osborne  and  Ted  Gaebler  have  enthusiastically  promoted  it  as  well  "Perhaps  more  than 
any  other  concept,"  they  argue,  competition  "holds  the  key  that  will  unlock  the  bureaucratic 
gridlock  that  hamstrings  so  many  public  agencies."* 

Beyond  the  privatization  debates,  however,  lurks  a  little-recognized  truth:  The  federal 
goverrunent  has  in  fact  already  privatized  many  goods  and  services.  In  fact,  in  fiscal  year  1993, 
half  of  all  discretionary  fed- 
eral spending  went  through 
contracts  and  grants  to  state 
and  local  governments.  As 
Figure  1  shows,  most  of  the 
rest  went  to  pay  the  wages  of 
goverrunent  employees  who 
managed  the  contracts  and 
grants  as  well  as  entitlement 
programs  like  social  security 
and  to  field  the  armed  forces. 


In  short,  to  those  who 
aigae  that  the  federal 
goverrunent  ought  to  devolve 
power  to  state  and  local 
governments  and  the  private 
sector,  the  answer  is  that  it 
already  has,  to  a  far  greater 
degree  than  often  recognized. 


Discretionary  Spending 

FY  1994 


Other  (19%) 


Military  pay  (13%) 


Civilian  pay  (20%) 


Contiacts  (37%) 


Grants  (11%) 


Figure  1 
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The  federal  government  has  contracted  out  many  programs  smce  the  Revolutionary  VJai 
days.  The  real  growtii  of  federal  public-private  partnerdiips,  however,  came  with  World  War 
n.  Government,  for  the  first  time,  promoted  widespread  iiuiovation  and  purchase  of  goods  and 
services  from  the  private  sector.  The  wctf  forever  changed  the  federal  government  from  a 
passive  customer  of  technological  change  to  an  active  player  in  shaping  it  —  in  concert  with  its 
private  sector  partners.  The  interstate  highway  system  was  built  through  grants  to  state 
governments  and  contracts  with  private  construction  comparues.  NASA  sent  men  to  the  moon 
in  close  partnership  with  contractors  like  Rockwell,  Grumman,  and  McDormell  Douglas.  Private 
financial  intermediaries  do  most  of  the  actual  maruigement  of  die  Medicare  program,  and 
contractors  actually  do  the  environmental  clean-up  work  at  Superfund  sites.  The  federal 
govenunent  has  also  come  to  rely  far  more  on  private  contractors  for  virtually  every  support 
service  imaginable,  from  "mops  to  cops,"  as  the  saying  goes  —  from  janitorial  services  to 
security. 

Widespread  confusion  about  what  "privatization"  really  is,  however,  often  muddies  the 
debate.  The  term  mearu  very  different  things  in  ttie  United  States  than  it  does  abroad.  Other 
countries,  from  Great  Britain  and  Portugal  to  New  Zecdand  and  Mexico,  have  sold  state-owned 
enterprises  like  the  telephone  service  or  national  airline  to  the  private  sector.  They  have  sought 
to  create  a  system  more  like  the  American  one,  in  which  the  national  government  has  owned 
and  operated  very  few  enterprises.  The  United  States,  in  fact,  ranks  second  from  the  bottom 
(just  slighdy  higher  than  Japfin)  among  industrialized  societies  in  die  percentage  of  gross 
domestic  product  for  which  government  spending  accounts.  The  most  important  lessons  of 
privatization  abroad  thus  often  hold  litde  currency  for  die  American  policy  debate. 

American  government,  in  fact,  conducts  its  operations  by  using  a  wide  array  of  tools  from 
its  toolbox.  These  tools  lie  along  a  rough  continuum  diat  balances  public  with  private  power, 
as  Figiu-e  2  shows: 

•  Direct  services,  like  Social  Security  and  die  current  air  traffic  control  system. 

•  Franchises,  like  the  US.  Department  of  Agriculture's  National  Finance  Center,  which 
performs  accotinting  operations  according  to  cost-reinJmrsement  agreements  with  other 
federal  agencies. 

•  Contracting  out,  die  most  typical  and  most  significant  form  of  public-private 
partnerships.  Private  contractors  provide  a  wide  range  of  goods  and  services,  from 
cleaning  up  former  atomic  weapons  facilities  to  cafeterias  in  federal  office  buildings. 

•  Voluntary  services  or  partnerships,  in  which  the  government  encourages  private  sector 
volunteers  to  provide  services.  The  Small  Business  Administration's  SCORE  program 
(Service  Corps  of  Retired  Executives)  is  just  such  a  program.  A  relatively  tiny  budget 
helps  support  a  large  number  of  retired  private  sector  executives  who  advice  small 
business  operators  on  strengthening  their  operations. 

•  Vouchers,  in  which  service  recipients  are  given  the  right  to  buy  goods  and  services  in  die 
private  marketplace  instead  of  having  government  supply  them  direcdy.  The  Depart- 
ment of  Housing  and  Urban  Development's  Section  8  housing  progrzim,  for  example. 
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provides  eligible  individuals  vouchers  to  help  rent  a  home.  ITie  VS.  Department  of 
Agriculture's  food  stamp  program  likewise  distributes  vouchers  to  eligible  citizens  to  buy 
food  in  supermarkets.  Reformers  are  now  suggesting  that  all  pubUc  housing  programs 
be  transformed  into  voucher  programs. 

Government  corporations,  a  widely  disparate  collection  of  quasi-govemment  agencies 
du>t  share  some  of  the  characteristics  of  private  corporations.  Some,  like  the  Postal 
Service  and  Amtrak,  are  enterprises  funded  by  the  revenues  they  generate  but  which  are 
operated  imder  government  control.  Others,  like  COMSAT,  are  owned  by  private  share- 
holders but  are  operated  imder  broad  government  rules.  And  some,  like  tiie  Legal 
Services  Corporation,  have  neither  private  shareholders  nor  self-generated  program 
revenue.  What  the  more  than  35  government  corporations  share  is  a  degree  of  insulation 
from  the  regular  policy  and  budget  process.* 

Asset  sales,  the  marketing  of  a  goverrunent  agency's  program  and  assets  to  a  private 
organization.  Privatization  advocates  have  contended  that  enterprises  like  Anitrak  and 


Government's  Tool  Box 


Public 


Direct  Government 


t^^^^lMi^      Contracting  Out 

*«afctcna_services'^^^ 


Private 


Figiure  2 
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the  Postal  Service,  which  already  are  subjected  to  market  competitiori  as  goverrunent 
corporations,  ought  to  be  sold  off  to  private  bidders.  They  argue  that  other  services,  like 
the  Tennessee  Valley  Authority,  Ae  Natioiud  Weather  Savice,  and  the  air  traffic  control 
systenv,  could  be  fashioned  into  enterprises  that  would  find  private  buyers.  And  they 
argue  that  other  federal  assets,  like  range  lands  in  the  West  and  the  helium  reserve, 
ought  to  be  sold  off  to  the  highest  bidder. 

Each  tool,  however,  relies  on  a  very  different  trade-off  between  the  public  and  private 
sectors.  When  reformers  suggest  more  privatization,  therefore,  it  often  is  anything  but  clear 
what  they  mean.  It  is  one  dung  to  sell  off  completely  an  operation,  like  the  Corporation  for 
Public  Broadcasting.  It  is  quite  another  to  transform  a  government  agency,  like  the  FAA's  air 
traffic  control  system,  into  a  goverrunent  corporation.  It  is  one  thing  to  contract  out  more 
government  programs;  it  is  quite  another  to  give  vouchers  to  service  recipients.  In  fact, 
distinctions  among  privatized  progr<ims  are  often  as  great  as  tfie  difference  between  directly 
mai\aged  and  privatized  programs. 

A  careful  analysis  of  privatization  must:  recognize  that  different  kinds  of  privatization 
have  very  different  consequences;  that  successful  privatization  must  find  the  right  balance 
between  the  public  and  private  sectors;  tfiat  different  points  of  balance  have  very  different 
implications  for  the  responsibilities  of  government  and  private  sector;  and  that  the  privatization 
debate  rarely  surfaces  these  difficult  but,  in  the  end,  critical  questions. 

The  lesson:  Different  polio/  problems  require  different  approaches  to  privatization. 


What  Should  Be  Privatized? 

The  federal  government  has  long  engaged  in  much  more  privatization  tfian  most 
reformerr  realize.  Along  the  way,  its  experiences  make  three  important  points  about  what  to 
privatize. 


Almost  Everything  Can  Be  Privatized 

First,  almost  eDeryfhin^  can  be  —  and  has  been  —  privatized.  The  Department  of  Energy 
has  for  decades  contracted  out  virtually  its  entire  bomb  manufacturing  operation,  from  design 
through  production  and,  now,  cleanup.  Security  at  its  installations  is  in  the  lumds  of  heavily 
armed  private  guards.  The  department,  in  fact,  is  little  more  than  a  thin  shell  sitting  over  a  vast 
network  of  contractors  who  do  the  government's  work.  EPA's  Superfund  program,  according 
to  Congress's  Office  of  Technology  Assessment,  "could  not  exist  without  contractors."' 

Not  Everything  Should  Be  Privatized 

Second,  although  almost  everything  can  be  privatized,  not  everythings/iouW  be.  Broad 
American  tradition  and  specific  policies  have  long  held  that  some  federal  goverrunent  activities 
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—  "inherently  governmental  hinctior\s"  —  should  not  be  performed  by  private  contractors.  While 
ttie  term  is  extremely  difficult  to  define,  most  careful  analysts  of  governance  in  America  have 
long  held  that  son\e  governmental  powers  must  remain  in  governmental  hands.  The  General 
Accounting  Office,  for  example,  was  troubled  by  several  privatized  programs:' 

•  contracting  for  services  of  a  DOE  hearing  examiner  and  a  persoruiel  security  review 
examiner.  GAO  found  that  these  services  were  quasi-judicial  and  should  have  been 
administered  by  government  employees. 

•  preparing  testimony  for  agency  officials.  GAO  found  that  a  contractor  had  drafted 
congressional  testimony  for  EHDE  officials  and  had  helped  establish  govenunental  policy. 
That,  GAO  found,  was  a  function  that  should  be  performed  oiUy  by  government  officials. 

•  answering  an  agency's  telephone  hotline.  GAO  foimd  that  private  contractors  were  hired 
to  answer  EPA's  Superfimd  hotline.  In  answering  questions,  they  had  to  interpret 
regulations  and  hence  make  policy. 

In  all,  GAO  discovered  that  28  of  the  108  randomly  selected  federal  contracts  it  examined 
involved  activities  that,  according  to  govenunent  policy,  should  not  have  been  performed  by 
contractors.  It  is  one  thing  to  lely  on  contractors  to  help  provide  goods  and  services.  It  is  quite 
another  to  use  contractors  to  exercise  the  government's  sovereign  power.  Too  often,  the  urge 
to  privatize  has  driven  the  federal  government  across  the  line. 


The  Conditions  for  Successful  Privatization  Sometimes  Do  Not  Exist 

Third,  successful  privatization  requires  a  competitive  market,  and  such  markets  often  do 
not  exist  for  public  programs.  The  great  lesson  of  the  nation's  now  lengthy  experience  with 
privatization  is  tiiat  it  is  competition,  not  tfie  public-ness  or  private-ness  of  a  program,  that  drives 
costs  down  and  performance  up.  Competition  is  often  not  a  significant  problem  for  commercial 
activities  like  janitorial  or  cafeteria  services;  for  a  sanitation  firm,  it  does  not  matter  whether  it 
is  public  or  private  trash  being  cleaned  up. 

But  in  many  govenunent  programs,  competition  frequently  does  not  exist  or  is  hard  to 
stimulate.  Government  typically  gets  involved  in  programs,  from  providing  public  housing  and 
testing  drugs  to  cleaning  waste  dumps  and  guiding  air  traffic,  because  the  private  sector  cannot 
do  the  job;  will  not  do  the  job;  or  might  do  the  job  in  ways  that  imdermine  public  trust  in  critical 
systems.  Much  of  what  government  does  it  does  because  there  are  few  suppliers  of  quality 
goods  at  reasonable  prices.  In  tfie  absence  of  an  effective  market,  turning  these  tasks  over  to  the 
private  sector  might  oiUy  worsen  the  very  problems  that  citizens  origirially  came'to  govenunent 
to  solve.  Moreover,  in  many  of  these  markets,  such  as  health  care  for  the  poor,  government  is 
the  principal  and  sometimes  the  only  buyer.  Efficient  markets  require  large  numbers  of  sellers 
competing  to  serve  a  large  number  of  buyers.  To  privatize  government  functions  without  such 
competitive  markets  would  risk  recreating  monopoly  power  and  market  failure  —  but  this  time 
in  the  private  sector  instead  of  in  government* 
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The  lesson:  ]ust  because  almost  everything  can  be  privatized,  not  everything  should  be. 
Government  must  command  those  activities  that  represent  0te  exercise  of  sovereign  power. 
Moreover,  for  those  programs  that  are  privatized,  government  must  ensure  that  it  can  use 
or  create  competitive  markets.  Government  must  take  great  care  in  deciding  what  and  haw 
to  privatize. 


What  Does  Successful  Privatization  Require? 

Even  where  the  government  engages  in  privatization  for  the  proper  functions  and  can 
use  (or  stimulate)  competitive  markets,  success  is  not  automatic.  No  private  company  would 
dream  of  simply  turning  critical  parts  of  its  mission  over  to  suppliers  and  count  on  a  competitive 
market  to  ensure  high-quality  goods  at  low  prices.  Yet,  in  the  headlong  rush  to  reform,  we 
frequently  find  privatization  advocates  arguing  that  fte  federal  government  do  what  smart 
private  sector  maiutgers  would  never  dream  of  doing. 

In  fact,  of  course,  the  federal  government  has  already  pciinfully  suffered  the  cost  of  failing 
to  learn  the  real  lessoiis  of  privatization.  The  most  egregious  cases  of  fraud,  waste,  and  abuse 
in  the  1980s  were  of  contracting  out  gone  awry,  of  flie  failure  of  the  Pentagon,  in  particular,  to 
pay  careful  attention  to  its  contractors.  Management  problems  at  HUD  in  the  late  1980s  put 
billions  of  dollars  at  risk,  while  iiuidequate  oversight  of  a  major  Hubble  space  telescope 
contractor  led  to  an  exper^ve  1994  mission  to  repair  major  faults.  Add  to  that  tiie  failure  to 
detect  fraud  in  the  Medicare  program,  the  costly  failure  to  detect  and  prevent  the  thrift  crisis  of 
the  1980s  while  the  problems  were  embryoiuc,  and  the  intematioruil  scandal  that  flowed  from 
the  BCQ  case  of  the  late  1980s,  and  one  message  is  clear.  The  potential  for  private  distortion 
of  the  public  interest  is  huge.' 

Smart  private  sector  managers  know  that  they  need  to  btiild  their  own  capacity  to  be 
strong  players  in  the  market  to  define  clearly  the  goods  they  want  to  buy  (so  that  unscrupulous 
or  less  skilled  suppliers  do  not  do  the  job  for  them);  to  find  reliable,  high-quality  suppliers  (so 
that  they  are  not  at  the  mercy  of  whoever  responds  to  a  request  for  a  bid);  and  to  know  how  to 
judge  the  quality  of  what  they  have  bought  (to  ensure  that  goods  and  services  li-e  up  to 
promises)."  If  government  is  to  learn  the  lessons  of  the  private  market  and  to  rely  on  it  more, 
it  needs  to  learn  to  be  just  as  smart 

Government's  record  of  buying  smart,  however,  is  not  strong.  Government  regulations 
sometimes  force  decision  makers  to  focus  obsessively  on  obtaining  the  lowest  price  regardless 
of  quality  or  performance.  No  smart  private  sector  corporation  would  operate  that  way;  reliable 
delivery  of  quality  parts  wotdd  loom  large  in  their  decisions.**  But  government  workers  cire 
often  not  allowed  to  nutke  such  judgments  and,  when  they  are,  they  typically  are  ill-equipped 
and  imder-staffed  to  do  the  job.  The  current  movement  to  slash  the  federal  workforce  even 
fiuther  risks  undermining  die  government's  ability  to  do  its  job. 

If  government  is  to  operate  more  like  the  private  sector,  in  the  private  sector's  world,  it 
must  begin  to  act  more  like  smart  private  sector  organizations.  That,  in  tiun,  requires  cutting 
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government  programs  and  services  that  are  not  needed  but  also  building  the  capacity  to  operate 
effectively  in  a  highly  competitive  marketplace.  There  is,  unfortunately,  no  evidence  of  any  such 
strategic  thinking.  The  huge  fraud,  waste,  and  abuse  problems  of  the  1980s  are  only  a  hint  of 
the  dangers  that  could  come  from  a  failure  to  manage  well  a  new  generation  of  challenging 
programs. 

The  Nike  athletic  shoe  company  is  an  excellent  exaniple  of  how  to  dunk  smart  A  1986 
Business  Week  cover  story  explained  that  die  company  itself  makes  no  shoes.  It  reUes,  rather,  on 
suppliers  around  the  world  who  manufacture  shoes  to  Nike's  standards.  Nike  focused  on  what 
part  of  its  business  to  contract  out  (production)  and  what  part  to  maintain  in  headqiiarters: 
research  and  development,  design,  marketing,  and  financial  control"  Despite  the  rhetoric  of 
making  government  behave  more  like  the  private  sector,  we  have  not  really  learned  the  private 
sector's  most  important  lessons. 

The  lesson:  In  deciding  what  to  privatize,  the  federal  government  should  follow  the  lessons 
of  America's  most  successful  companies.  It  is  one  thing  to  privatize  the  production  of 
goods  and  services.  But  no  organization  can  pursue  its  mission  effectively  if  is  does  not 
retain  the  ability  to  assess  what  it  wants  to  do,  how  best  to  do  it,  and  what  others  are 
doing  on  its  behalf. 

How  Can  We  Ensure  that  Privatization  Saves,  Not  Costs  Money? 

The  evidence  is  inescapable  that  carefully  managed  privatization  can  save  substantial 
amounts  of  money.  The  historical  record,  however,  raises  two  important  cautions  that  reformers 
must  consider.  First,  although  smart  privatization  can  save  money,  privatization  that  is  not 
smart  can  cost  the  govenunent  billions  of  dollars.  Second,  the  federal  budgetary,  procurement, 
and  personnel  processes  create  the  wrong  incentives  for  making  the  smart  decisions  over  the 
long  haul  to  save  money. 


Poorly  Managed  Privatization  Costs  the  Treasury  Billions 

Although  privatization  has  indeed  saved  money,  poorly  managed  relationships  between 
government  and  die  private  sector  are  responsible  for  the  hemorrhage  of  billions  of  dollars  from 
the  federal  treasury.  Consider  the  follovkring  cases:" 

•  Operation  111  Wind,  a  major  FBI  investigation  of  defense  contracting  in  the  late  1980s, 
showed  that  as  many  as  50  contracts  totaling  tens  of  billions  of  dollars  were  entangled 
with  questioiuible,  possibly  illegal,  activities.  Indeed,  an  internal  Pentagon  report  said 
that  the  procurement  system  had  become  so  dependent  on  consulting  contracts  that  "in 
some  cases  it  has  become  difficult  to  determine  where  Government  workers'  functions 
stop  and  contractors  begin."" 

•  The  multi-billion  dollar  mistake  with  the  Hubble  space  telescope  and  die  January  1986 
Challenger  disaster  demonstrated  NASA's  dependence  on  its  contractors  and  the  cosdy 
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risk  of  not  managing  those  contractois  closely  enough. 

•  EPA's  Supeifund  program  has  been  plagued  by  scandals,  cost  oveiruns,  and  poor 
performance.  Much  of  the  problem  has  come  from  poor  performance  by  contractors  and 
EPA's  inabilitj*  to  oversee  them  carefully." 

•  Even  though  Medicare  is  one  of  the  world's  best-run  insurance  programs,  it  is  heavily 
dependent  on  private  contractors  diat  perform  most  of  its  day-to-day  adniinistration. 
Earlier  hearings  conducted  by  this  Conunittee  found  that  a  virtual  cottage  industry  has 
developed  to  discover  and  exploit  loopholes  d\e  Mediccue  law  —  and  that  contractors 
working  on  behalf  of  the  Department  of  Health  and  Human  Services  have  limited  ability 
to  prevent  abuses. 

It  scarcely  is  siuprising  to  discover  that  private  sector  companies  use  great  creativity  to 
increeise  their  profits.  It  is  that  very  industriousness  that  gives  privatization  its  vitzility.  But  these 
Ccises  demonstrate  important  facts: 

•  private  companies'  pursuit  of  profits  does  not  always  serve  the  public  interest; 

•  goverrunent  must  become  a  much  smarter  buyer  in  private  markets  if  it  is  to  rely  on 
diem;  and 

•  the  budgetary  costs  of  the  government's  failure  to  behave  as  a  smart  buyer  are  now 
unmeasured  but  are  tinquestioruibly  huge,  mounting  into  the  billions  of  dollars.  Fraud 
in  defense  contracts,  problems  with  NASA's  programs,  Superfund  cleanups  that  clean  up 
little  waste,  and  exploitation  of  the  Medicare  program  all  illustrate  the  point 

Incentives  in  the  Budgetary  and  Personnel  Processes  Drive  Up  Costs 

The  most  important  single  fact  about  the  federal  budgetary  process  is  that  is  scored 
armually.  As  shrinking  the  size  of  government  has  become  the  inescapable  imperative,  this  fact 
creates  extraordinary  incentives  for  thinking  in  the  short  term  regardless  of  long-run  costs.  Two 
pressures  are  particularly  important 

First,  the  Clinton  administration's  National  Performance  Review  has  sought  to  produce 
big  savings  by  shrinking  the  federal  workforce:  by  272,900  in  its  first  round,  probably  by  even 
more  in  the  second  round  now  underway.  This  tactic  has  an  overwhelming  advantage:  It  is  one 
of  the  few  budgetary  decisions  that  can  produce  quick,  scoreable  results  and  that,  in  turn,  can 
shrink  the  deficit  in  the  short  run. 

There  is  no  doubt  that  the  federal  workforce  can  and  should  be  reduced.  But  while  the 
National  Performance  Review  promised  that  careful  strategic  planning  would  drive  the  cuts, 
more  than  one-fotuth  of  the  persormel  cuts  were  made  without  any  semblance  of  strategic 
planning.  Such  a  process  has  little  chance  of  ensxuing  that  the  cuts  will  fall  in  the  right  places. 
What  is  the  consequence  of  such  an  approach?  We  will  reduce  the  number  of  bureaucrats  and 
produce  short-term  budget  savings.  The  billions  of  dollars  paid  in  these  bureaucrats'  salaries. 
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however,  leverage  hundreds  of  billions  of  dollars  in  government  programs,  including  the  huge 
portion  of  the  federal  budget  already  privatized  in  one  form  or  £inother  and  the  even  larger 
share  of  the  budget  spent  on  entitlements.  Inadequate  management  of  these  programs  has  in  the 
past  cost  billions  of  dollars.  Cutting  bureaucrats  now,  without  ensuring  that  the  right  bureaucrats 
are  cut,  puts  billions  of  dollars  more  at  risk. 

Second,  the  movement  to  reduce  the  number  of  federal  workers  is  proceeding  without 
eliminating  much  of  the  work  they  are  doing.  Under  any  budget  cutting  formulation  now  under 
debate,  the  federal  government  will  retain  important  responsibilities.  Lower  ceilings  on  the 
number  of  fxiU-time  equivalent  federal  employees  will  orUy  increase  presstires  for  privatization 
just  as  goverrunent's  ability  to  manage  that  privatization  shrinks.  And  that  further  increases  the 
risk  to  the  budget  and  the  public  interest 

The  lesson:  If  government  is  to  privatize  more,  it  must  be  a  smart  buyer.  If  it  dose  not 
invest  in  the  effective  management  needed  to  do  so,  billions  of  dollars  vrill  hemorrhage 
from  the  federal  Treasury.  Yet  the  government's  budgetary  system  creates  few  incentives 
to  ensure  that  the  government  invests  in  the  critical  capacity  to  safeguard  the  public's 
money. 

Summary 

This  is  not  a  brief  against  privatization.  Indeed,  the  American  experience  is  that 
privatization  has  long  been  an  important  force  in  producing  the  high  level  of  government 
services  that  Americans  enjoy.  Experience  abroad  suggests  that  even  greater  privatization  is 
possible.'^   I  want,  rather,  to  underline  four  important  points: 

First,  the  privatization  debate  has  often  been  sloppy  because  its  p2Uticipants  have  not 
stopped  to  diink  through  which  privatization  option  best  matches  the  problem  they  want  to 
solve. 

Second,  even  though  we  can  and  should  expand  privatization  in  the  United  States,  we 
need  to  be  careful  not  to  privatize  the  core  functions  essential  for  ensuring  effective  government 
and  the  public  interest 

Third,  privatized  government  services  cannot  manage  themselves.  Low  costs  and 
effective  programs  require  skilled  public  management 

Fourth,  without  such  careful  management,  ttie  short-term  incentives  to  shrink  the  deficit 
could,  over  the  long  haul,  put  tens  —  perhaps  hundreds  —  of  billions  of  dollars  at  risk.  Efforts 
to  save  money  in  the  short  run  could  paradoxically  end  up  costing  far  more  in  the  long  run,  if 
we  are  not  careful  and  smart  about  what  we  do. 

America's  best-managed  compaiues  have  worked  hard  to  define  and  promote  their  core 
activities.  They  have  suffered  mightily  when  they  have  failed.  In  the  effort  to  make  government 
more  like  the  private  sector,  this  is  the  most  important  lesson  to  learn. 
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Senator  Gorton.  I  am  going  to  start,  Mr.  Poole,  with  two  of  your 
larger  examples  and  ask  you  some  advice  in  connection  with  them. 
The  first  was  the  sale  of  commodity  lands.  You  came  up,  I  believe, 
with  a  Forest  Service  figure  of  $160  billion. 

Mr.  PooLE.  That  is  right. 

Senator  Gorton.  Together  with  $3  billion  a  year  in  savings— 
which  I  assume  would  be  from  a  much  smaller  Forest  Service  and 
BLM. 

Mr.  Poole.  Right. 
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Senator  Gorton.  That  $160  billion  figure  comes  from  a  1989 
study  of  your  organization.  What  portion,  what  percentage  of  the 
National  Forests  and  the  lands  managed  by  the  Bureau  of  Land 
Management  did  that  study  assume  would  be  sold? 

Mr.  Poole.  I  believe  that  all  National  Forests  that  have  commer- 
cial timber  operations  in  them  today  were  included  in  that  figure. 
On  the  grazing  lands,  unfortunately,  I  do  not  recall  the  specifics  of 
the  assumptions,  but  we  can  supply  that  study  to  you;  it  was  done 
by  two  people  at  the  Political  Economy  Research  Center  in  Mon- 
tana. 

Senator  Gorton.  Well,  I  find  the  first  part  of  your  statement 
surprising,  and  I  think  it  must  be  wrong,  and  I  would  ask  you  to 
think  about  it  again.  If  we  were  to  sell  all  of  the  forest  lands  that 
could  be  used  for  forestry  purposes — that  would  include  wilderness 
areas  and  the  like — I  would  think  that  the  value  would  be  a  lot 
more  than  $160  billion,  and  the  chances  of  doing  it  zero. 

Mr.  Poole.  Yes,  I  think  the  chance  of  doing  it  being  zero  is  cor- 
rect. We  definitely  excluded  wilderness  areas.  It  is  only  forests 
where  there  is  currently  commercial  timber  activity  going  on  today. 

Senator  GORTON.  Ah,  that  is  what  I  thought  you  were  saying. 

Mr.  Poole.  OK;  yes. 

Senator  GORTON.  Currently,  as  of  1989,  commercial  timber  activ- 
ity going  on. 

Mr.  Poole.  Right,  right. 

Senator  Gorton.  And  I  regret  to  inform  you  that  there  are  no 
acres,  at  least  in  the  Pacific  Northwest  now,  that  fall  into  that 
1989  category — zero.  For  all  practical  purposes,  they  have  been  cut 
off  by  the  dispute  over  the  spotted  owl  and  the  Endangered  Species 
Act. 

I  wonder  whether  or  not — and  I  may  get  to  another  set  of  ques- 
tions with  you — that  would  have  some  impact  over  your  rec- 
ommendations, at  least  in  their  narrow  sense.  I  doubt  at  this  point, 
given  the  nature  of  that  Act  and  of  the  National  Environmental 
Protect  Act,  that  you  would  find  very  many  willing  purchasers  for 
lands  which  the  willing  purchaser  might  very  well  reason  were  not 
going  to  be  able  to  be  subject  to  harvesting  in  any  event. 

So  does  your  recommendation  implicitly  include  with  it  that  we 
are  going  to  have  to  change  a  significant  number  of  our  environ- 
mental laws  to  cause  these  lands  to  be  worth  anything? 

Mr.  Poole.  I  think  that  is  exactly  the  implication,  Senator.  I 
think  part  of  what  looking  at  this  in  dollars  and  cenrs  terms  brings 
out  is  that  the  conditions  that  are  put  on  lands  very  dramatically 
affect  their  asset  value,  their  market  value. 

Senator  GORTON.  Continued  allowance  of  hunting  and  fishing,  for 
example,  is  not  going  to  greatly  depreciate  those  lands;  most  pri- 
vate lands  are  open  there,  anjrway. 

M^.  Poole.  Precisely,  which  many  people  do  not  realize  or  do  not 
appreciate  in  these  debates.  But  it  is  precisely  the  environmental 
policies — looking  at  the  asset  value  of  these  lands  in  these  terms 
forces  us  to  come  to  grips  with  the  economic  cost  in  an  even  more 
dramatic  way  than  it  does  just  for  contract  allocations  of  timber 
harvesting. 

Senator  Gorton.  If  you  have  it  available  to  you,  I  would  appre- 
ciate your  getting  to  us  the  precise  definition  of  those  lands. 
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Mr.  Poole.  We  will  do  that. 

Senator  GORTON.  And  I  hope  you  were  accurate  with  respect  to 
the  BLM,  that  they  were  the  lands  which  were  actively  under  lease 
for  grazing  purposes,  and  with  respect  to  the  Forest  Service,  those 
lands  which  in  1989,  at  least,  the  Forest  Service  considered  open 
to  harvesting  contracts.  If  they  were  broader  than  that,  we  would 
run  into  considerable  difficulty. 

OK.  I  want  to  go  on.  There  is  a  related  one,  when  you  speak 
about  something  which  you  are  pretty  clearly  not  going  to  get  this 
Senator  to  do,  with  respect  to  Bureau  of  Reclamation  dams.  There, 
we  face  today  the  same  problem — that  is  that  as  of  a  week  ago,  the 
Bonneville  Power  Administration  at  least  is  subject  to  half  a  billion 
dollars  a  year  worth  of  contribution  to  endangered  salmon  runs,  all 
of  which,  of  course,  cut  back  on  its  income  from  power  production. 
There  are  proposals  that  we  go  to  "run  of  the  river"  behind  those 
dams,  which  seems  to  me  to  make  the  dams,  if  not  worthless,  very, 
very  close  to  worthless,  and  worth  much  less  than  the  estimate 
that  you  made  in  good  faith  several  years  ago. 

Do  you  have  any  comment  on  that? 

Mr.  Poole.  Well,  again,  I  think  it  does  raise  a  similar  issue  of 
trying  to  look  at  the  real  economic  cost  of  some  of  these  environ- 
mental recommendations. 

I  am  not  an  expert  on  the  salmon  problem  in  the  Northwest,  but 
the  things  I  have  read  recently  indicate  that  there  may  be  some 
grounds,  with  stronger  policies  on  water  pricing  and  marketing,  for 
harmonizing  the  interests  there,  to  have  it  not  be  quite  as  much 
at  loggerheads. 

For  example,  I  understand  that  the  greatest  demand  for  electric 
power  is  in  the  summer  in  the  Pacific  Northwest,  because  of  air 
conditioning  requirements,  which  is  the  time — summer  and  fall — 
when  you  want  the  water  level  to  be  highest  for  salmon  to  be 
swimming  upstream  to  be  returning  to  spawning  grounds.  That 
suggests  that  there  may  be  a  harmony  of  interests  to  some  extent 
in  terms  of  when  you  need  the  most  water  flow  for  both  power  pro- 
duction and  for  salmon. 

Senator  Gorton.  I  wish  it  were  so  simple.  Unfortunately,  the 
salmon  go  at  different  times  of  the  year.  Fortunately  for  those  of 
us  who  live  west  of  the  Cascades,  we  do  not  use  much  air  condi- 
tioning. 

I  want  to  go  to  a  completely  different  subject  and  get  your  views, 
and  that  is  the  Post  Office  and  your  comparison.  You  gave  us  the 
Swedish  example.  Was  the  Swedish  post  office  simply  opened  up  to 
private  sector  competition,  or  was  the  state  post  office  sold  into  pri- 
vate enterprise  and  competition  allowed  from  the  outside  as  well? 

Mr.  Poole.  Both  were  done,  and  I  believe  more  or  less  simulta- 
neously. This  took  place  in  the  late  1980's.  The  Swedish  postal 
service  was  encouraged  to  essentially  purchase  its  assets  from  the 
Government  in  order  to  become  an  entrepreneurial  company,  and 
it  was  opened  up  to  competition  at  the  same  time.  Today,  there  are 
two  serious  competitors  to  Sweden  Post.  And  the  net  result  of  the 
combination  of  having  to  face  real  competition  for  the  first  time 
and  owning  its  own  assets  and  being  able  to  go  to  the  capital  mar- 
kets is  that  Sweden  Post  has  become  more  efficient  and  is  profit- 
able today. 
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I  think  if  you  did  either  one  of  those  things  alone,  you  might  not 
have  had  the  good  results.  I  think  the  two  together  are  what  is  es- 
sential. 

Senator  Gorton.  What  has  been  the  impact  on  service  in  sparse- 
ly populated  rural  areas  in  Sweden?  Is  it  subsidized,  or  do  they 
charge  more  money,  or  has  the  service  declined?  I  am  sure  in  the 
cities  it  has  probably  worked  well. 

Mr.  Poole.  It  definitely  has  worked  well  in  the  cities.  I  believe 
that  there  is  internal  cross-subsidy  and  that  they  still  have  re- 
quired a  uniform  price  course,  Sweden  is  a  small  country,  relatively 
speaking,  so  it  may  be  easier  to  do  that  just  in  terms  of  the  trans- 
portation costs  involved. 

Senator  Gorton.  In  the  United  States,  we  have  allowed  the  pub- 
lic post  office  to  be  subjected  to  competition  with  respect  to  package 
delivery. 

Mr.  Poole.  Right. 

Senator  Gorton.  And  the  post  office  is  still  involved  in  that  busi- 
ness. It  has  managed  to  be  competitive — I  do  not  know  what  per- 
centage  

Mr.  Poole.  To  some  extent. 

Senator  Gorton  [continuing].  To  a  certain  extent.  Would  you — 
and  I  would  like  the  other  two  to  comment  on  this  question  as 
well — would  you  advocate  as  a  halfway  step  simply  repealing  the 
statutes  which  protect  a  monopoly  on  the  part  of  the  post  office  in 
other  classes  of  mail,  all  other  classes.  First  and  Third,  or  starting 
with  Third  Class,  or  the  like?  Would  that  have  at  least  some  of  the 
positive  impacts  of  which  you  spoke? 

Mr.  Poole.  I  think  it  would,  although  I  think  politically  speak- 
ing, it  would  be  hard  to  deregulate  the  Postal  Service  without  giv- 
ing it  something  else  to  compensate  for  the  threat  to  its  monopoly 
profits.  That  is  why  I  believe  that  you  would  actually  have  a  better 
chance  of  getting  a  measure  through  Congress  that  would  not  only 
deregulate,  but  also  allow  the  Postal  Service  then  to  go  to  the  cap- 
ital markets,  in  effect  to  privatize  itself  and  to  get  free  of  both  con- 
gressionally  imposed  and  self-imposed  rules  and  regulations,  the 
governmental  mind-set  that  still  bedevils  the  Postal  Service.  Its 
whole  corporate  culture  is  still  largely  what  it  was  when  it  was  a 
Government  agency,  and  I  think  you  need  the  combination  of  stock- 
holder ownership  that  demands  high  performance  and  a  bottom 
line  return,  and  the  spur  of  competition,  both  the  freedom  to  enter 
new  businesses  and  the  competitive  discipline  of  being  faced  with 
competition  in  all  of  its  lines  of  business,  to  really  transform  its 
corporate  culture. 

Senator  Gorton.  Do  either  of  the  other  two  of  you  have  a  com- 
ment on  the  post  office? 

Mr.  Stanley.  Yes,  I  would  agree  with  that.  Senator.  In  the  Bush 
Privatization  Commission,  we  held  hearings  particularly  with  re- 
gard to  the  Postal  Service,  and  the  one  thing  I  do  remember  in  the 
testimony  were  the  objections  from  certain  of  the  lower-class  postal 
delivery  about  the  percentage  of  mail  that  simply  was  not  deliv- 
ered. And  the  prohibition  on  allowing  any  kind  of  competition  in 
that,  I  thought  wa  definitely  something  that  ought  to  be  removed. 

Mr.  Kettl.  Just  three  quick  points.  Senator.  First,  there  is  sub- 
stantial cross-subsidization  across  classes  of  mail  as  well,  so  one  of 
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the  things  that  would  have  to  be  done  is  to  try  to  think  about  how 
we  end  that.  If  we  carve  off  different  pieces,  we  run  the  risk  of  un- 
dermining, for  example,  the  distribution  of  everything  from  Time 
Magazine  to  U.S.  News  to  junk  mail.  We  may  be  better  off  without 
the  junk  mail,  but  the  fact  is  that  people  expect  it  to  be  delivered. 
First  Class  mail  subsidizes  that,  and  there  is  a  long  tradition  that 
lies  behind  that.  So  the  question  of  trying  to  figure  out  how  to 
carve  the  market  up  is  an  important  one. 

The  second  thing  is  the  creaming  problem,  in  that  if  you  open  it 
up  to  private  competition,  there  is  a  risk  that  only  the  more  attrac- 
tive pieces  will  be  sold  off,  and  delivery  especially  to  rural  areas 
may  suffer  dramatically  as  a  result,  or  you  may  have  a  hard  time 
pricing  it  properly  because  of  that. 

The  third  issue  is  that  it  is  important  to  remember  that  many 
of  the  problems  we  have  now  with  the  Postal  Service  are  a  direct 
product  of  competition.  We  have  labor  problems  and  other  efforts, 
massive  efforts  being  made,  within  the  Postal  Service  to  try  to 
launch  reform,  a  direct  result  of  the  competition  it  is  facing  from 
the  private  sector.  We  have  at  its  core  the  fact  that  it  is  a  very  dif- 
ferent kind  of  job,  subject  to  lots  of  different  kinds  of  pressures, 
that  have  produced  some  of  the  problems  that  we  are  now  trying 
to  cure  with  more  efforts  at  privatization. 

Senator  Gorton.  Senator  Lautenberg? 

Senator  Lautenberg.  Thank  you  very  much,  Mr.  Chairman. 

First,  I  would  ask  unanimous  consent  that  an  opening  statement 
that  I  had  wanted  to  make  and  did  not  make  be  included  in  the 
record. 

Senator  Gorton.  It  will  be  included. 

[The  prepared  statement  of  Senator  Lautenberg  follows:] 

Opening  Statement  of  Senator  Frank  Lautenberg 

First,  I  want  to  commend  the  Chairman  for  holding  this  hearing. 

I  approach  this  issue  with  the  assumption  that  there  are  some  functions  that  only 
government  can  assume.  When  we  decide  that  the  national  interest  in  safety,  for 
example,  overrides  private  concerns  for  profit,  then  we  also  implicitly  decide  that 
we  need  government  to  set  standards. 

But,  there  is  also,  I  would  argue,  something  about  the  nature  of  government  that 
makes  it  a  less-than-perfect  model  of  efficiency.  It  tends  to  be  bureaucratic.  It  tends 
to  be  divorced  from  the  discipline  of  the  free  market,  and  is  often  more  interested 
in  following  procedures  than  producing  results. 

The  President's  budget  includes  a  proposal  to  privatize  the  Air  Traffic  Control 
System.  I  approach  that  proposal  with  some  sympathy.  For  years  I  have  been  frus- 
trated by  the  chronic  problems  that  have  plagued  efforts  to  modernize  the  Air  Traf- 
fic Control  System.  Some  of  those  problems  were  due  to  mismanagement.  Secretary 
Pena  and  FAA  administrator  Hinson  have  taken  great  strides  in  addressing  the  sit- 
uation. However,  I  believe  the  problem  goes  far  beyond  management. 

Clearly  our  Air  Traffic  Control  System  is  in  need  of  fundamental  reform.  As  the 
former  CEO  of  one  of  the  world's  premiere  computer  companies,  I  am  astounded 
when  I  see  that  our  Air  Traffic  Control  System  still  depends  on  technology  that  my 
old  company  couldn't  have  given  away  20  years  ago.  The  FAA  has  managed  to  cre- 
ate a  'Jurassic  Park'  of  computer  technology,  keeping  alive  old  systems  that  are 
long — since  extinct  in  the  moaern,  high-tech  world. 

I  look  forward  to  hearing  today's  witnesses  address  the  privatization  issue  and 
more.  I  also  am  looking  forward  to  working  with  my  colleagues  to  advance  some  pri- 
vatization issues  that  will  be  discussed  today;  particularly  those  that  would  involve 
the  Air  Traffic  Control  System. 

Thank  you. 

Senator  Lautenberg.  Mr.  Poole,  you  may  know  that  a  signifi- 
cant focus  of  my  attention  here  is  transportation,  and  I  ami  pleased 
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to  have  the  opportunity  to  chat  with  you  and  ask  you  a  few  ques- 
tions. 

You  have  looked  at  a  number  of  countries  that  have  corporatized 
their  ATC  systems.  How  similar  were  the  issues  that  drove  those 
nation's  decisions  to  the  issues  that  the  United  States  faces  today. 

Mr.  Poole.  The  striking  thing  that  we  found  was  that  it  was  vir- 
tually the  identical  set  of  issues  in  every  country  that  has  done 
this — major  problems  of  creaky  government  procurement  processes 
that  could  not  rapidly  modernize  and  keep  pace  with  technology; 
huge  constraints  from  personnel,  civil  service-type  systems,  that 
made  it  difficult  to  get  the  right  people  in  the  right  place  and  com- 
pensate them  properly;  and  government  budgetary  problems  that 
made  it  also  difficult  to  make  long-term  investment  programs  and 
manage  them  properly,  and  also  being  subject  to  budgetary  con- 
straints that  were  sometimes  out  of  sync  with  the  growth  of  air 
travel,  so  that  you  might  have  government  budgets  going  down  at 
a  time  when  air  travel  demand  was  going  up,  so  there  was  a  mis- 
match there. 

Senator  Lautenberg.  How,  then,  would  the  private  corporation 
be  able  to  do  its  business?  If  it  did  not  have  the  opportunity  to 
raise  revenues,  even  though  it  had  been  carefully  monitoring  ex- 
penses, what  does  it  do?  Does  it  have  an  unlimited  opportunity  to 
raise  fees?  Does  it  have  a  call  on  Government  funds? 

Mr.  Poole.  Our  proposal.  Senator,  is  to  go  for  a  user-owned,  not- 
for-profit  corporation  similar  to  ARINC,  Aeronautical  Radio,  Incor- 
porated, that  would  be  totally  outside  the  Federal  budget  process 
and  therefore  totally  exempt  from  procurement  and  personnel  regu- 
lations. It  would  run  like  a  high-tech  business,  like,  say,  MCI  or 
something  else  that  operates  24  hours  a  day,  and  would  be  fiinded 
entirely  by  transaction  fees  that  users  pay,  which  is  the  way  it  is 
done  in  all  these  other  countries.  In  fact,  in  most  countries  today, 
air  traffic  control  is  paid  for  by  transaction  fees  even  when  the 
service  is  operated  by  the  government,  rather  than  by  indirect 
taxes  as  we  do  it  here. 

Senator  Lautenberg.  Would  there  be  an  initial  capital  invest- 
ment required  by  this  corporation  taking  over,  in  your  model? 

Mr.  Poole.  We  recommend  that  the  current  assets  be  transferred 
at  no  charge  in  view  of  the  moneys  paid  into  the  Aviation  Trust 
Fund  over  the  years  by  aviation  users,  but  that  there  definitely 
would  need  to  be  a  long-term  capital  improvement  program  to  re- 
place the  failing  effort  that  the  FAA  is  now  trying  to  do.  And  we 
suggest  that  the  corporation  go  to  the  corporate  bond  markets  to 
raise  the  capital  to  fund  that  effort. 

Senator  Lautenberg.  With  Government  credit  supporting  it? 

Mr.  Poole.  Without  any  Government  guarantees  or  credit  sup- 
port— simply  on  the  strength  of  having  essentially  a  monopoly  on 
the  service,  a  guaranteed  market,  but  at  the  same  time,  protection 
against  exploitation  of  the  users  by  virtue  of  the  fact  of  user  owner- 
ship. The  users  themselves,  properly  represented  on  the  board, 
would  be  the  owners  of  the  system — and  also,  having  an  appeal  by 
any  category  of  users  to  the  DOT  Secretary  in  the  event  they 
thought  the  rates  and  charges  were  egregiously  disadvantaging  one 
particular  category  of  users. 
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Senator  Lautenberg.  So  the  Federal  Government  would  be  mak- 
ing a  contribution  to  the  party  taking  over  by  virtue  of  the  as- 
sets  

Mr.  Poole.  That  is  correct;  a  one-time  thing. 

Senator  Lautenberg.  And  you  see  no  investment  by  Company 
"X"  who  would  be  making  the  commitment  to  run  this  thing.  What 
would  their  risk  be? 

Mr.  Poole.  Well,  the  company  would  be  owned  by  the  users,  and 
so  their  risk  is  of  failing  to  satisfy  their  user-owners. 

Senator  Lautenberg.  The  users  being 

Mr.  Poole.  The  users  being  airlines,  general  aviation,  airports, 
the  different  categories  of  the  aviation  community. 

Senator  Lautenberg.  So  they  would  appoint  the  board,  and  they 
would  make  decisions. 

Mr.  Poole.  That  is  correct. 

Senator  Lautenberg.  Do  you  think  there  is  a  major  difference 
because  of  the  size  of  the  U.S.  ATC  versus  countries  that  you  have 
examined  in  the  past? 

Mr.  Poole.  We  have  heard  this — I  testified  before  the  House 
Aviation  Subcommittee  2  weeks  ago  on  this,  and  several  former  ad- 
ministrators raised  the  argument  that  the  United  States  is  so 
much  larger.  I  think  that  is  a  distinction  without  a  difference, 
frankly.  I  mean,  if  you  look  at  Germany,  which  is  one  of  the  coun- 
tries that  has  corporatized  successfully,  Germany's  density  and 
complexity  of  civilian  air  traffic  is  similar  to  that  in  the  United 
States,  even  though  the  total  size  of  the  country  is  not  as  large. 
And  the  FAA  today  itself  is  decentralized  into  regions. 

So  I  think  the  fact  that  it  is  simply  larger  overall 

Senator  LAUTENBERG.  But  there  are  overall  systems  that  tran- 
scend regional  boundaries. 

Mr.  Poole.  True,  true,  and  the  flow  control  system  is  centralized 
on  a  national  basis.  But  I  think  what  is  more  relevant  is  the  com- 
plexity of  air  traffic.  Now,  New  Zealand  admittedly  is  a  relatively 
noncomplex  system,  which  is  one  of  the  most  successful 
corporatized  systems.  But  Germany  I  think  has  similar  complexity 
of  air  traffic  to  the  United  States,  and  is  handling  it  very  well  in 
a  corporatized  fashion. 

Senator  Lautenberg.  Who  would  be  responsible  for  financing 
towers  and  things  of  that  nature? 

Mr.  Poole.  Well,  there  are  two  ways  to  go  on  that.  Towers  spe- 
cifically, I  recommend  be  divested  to  the  individual  airports,  as  in 
Britain,  to  decentralize  that  responsibility,  but  with  FAA-certified 
controllers  required  to  staff  all  the  positions.  But  that  could  stay 
with  the  corporation  and  be  part  of  the  system. 

Senator  Lautenberg.  Because  a  given  city  with  a  fairly  small 
airport  may  not  want  to  make  the  improvements.  Someone  has  to 
look  to  the  greater  good  or  the  regional  impact  to  make  decisions. 

Mr.  Poole.  That  is  true,  so  there  are  tradeoffs  there.  On  the 
other  hand,  I  think  what  you  find  today  is  a  lot  of  controversy  of 
cities  petitioning  the  FAA  to  have  a  tower  put  in  place  because 
there  are  many  benefits  to  the  city  from  doing  that.  It  seems  to  go 
the  other  way  around — more  cities  that  do  not  have  towers  want 
towers  than  cities  with  towers  sa3ring,  well,  they  could  do  without 
it  if  they  really  had  to  pay  for  it. 
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Senator  Lautenberg.  How  has  safety  fared  in  these  foreign 
corporatized  systems? 

Mr.  Poole.  It  has  fared  very  well.  In  fact,  I  think  improving 
aviation  safety  is  the  single  most  important  reason  to  corporatize 
air  traffic  control.  Safety  is  really  a  function  of  technology,  and  the 
technology  in  place  today  is  very  sadly  lagging  behind  the  state  of 
the  art,  and  the  FAA  seems  to  be  unable  to  procure  new  technology 
before  it  becomes  obsolete. 

We  are  in  a  very  fast-changing  environment  today  with  new  gen- 
erations of  computer  technology  having  an  economic  life  of  18  to  24 
months.  The  FAA  cannot  procure  us  a  new  system  in  less  them  5 
to  7  years,  so  that  means  they  are  chronically  behind  the  state  of 
the  art. 

So  to  have  state  of  the  art  equipment  in  place  would  be  the  sin- 
gle best  thing  we  could  do  for  safety. 

Senator  Lautenberg.  Right,  but  you  still  have  a  significant  man- 
ual interface. 

Mr.  Poole.  Absolutely. 

Senator  Lautenberg.  I  fly  a  lot  in  the  front  seat,  and  we  are 
constantly  on  the  air  and  getting  reports,  and  until  such  time  as 
there  is  a  screen  in  the  cockpit  that  indicates  all  the  traffic  around 
you,  both  in  the  air  and  on  the  ground,  we  are  going  to  need  people 
who  are  inspired,  who  are  trained  well,  who  are  committed  to  their 
jobs. 

In  your  view,  what  happens  to  employees  of  the  present  system, 
who  often  have  long  years  of  service — it  takes  quite  a  while  for 
someone  to  become  a  full-performance  controller — what  do  you  rec- 
ommend should  happen  as  we  move  from  the  public  sector  to  the 
corporatized? 

Mr.  Poole.  We  propose  transferring  100  percent  of  the  existing 
controller  staff  to  the  new  corporation. 

Senator  Lautenberg.  With  protections  of  any  kind? 

Mr.  Poole.  With  protection  of  their  pension  rights  and  with 
some  form  of  job  protection.  In  fact,  the  last  I  knew,  NATCA,  the 
controllers'  union,  was  supporting  this  effort  because  they  are  as 
frustrated  as  the  rest  of  us  at  the  inability  of  the  FAA  to  reform. 
I  believe  indeed  that  another  safety-related  aspect  that  also  is  a 
personnel  issue  is  being  able  to  attract  and  keep  enough  full-per- 
formance-level, experienced  controllers  in  the  busiest,  most  high- 
stress  facilities  such  as  the  towers  in  Los  Angeles  and  Kennedy, 
LaGuardia,  and  Washington  National,  cities  where  the  cost  of  liv- 
ing is  high  and  where  the  FAA  personnel  pay  scales  mandate — de- 
spite an  experimental  program  that  did  allow  some  supplements  in 
a  few  cities,  but  that  is  gone  now — a  more  corporatized  system 
would  certainly  permit  paying  what  it  takes  to  attract  and  keep  the 
most  experienced  people  in  the  high  cost  of  living,  high-stress  loca- 
tions. 

Senator  Lautenberg.  That  would  be  a  motivating  factor. 

Mr.  Chairman,  1-more  minute,  if  I  might. 

Some  have  suggested  that  moving  toward  the  corporate  model 
would  result  in  significant  savings,  direct  savings,  in  terms  of  the 
relationship  to  Federal  spending.  Do  you  agree  with  that,  and  what 
kind  of  proportionality  are  we  looking  at? 
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Mr.  Poole.  Well,  I  have  read  the  Administration's  two  detailed 
studies  from  last  spring,  and  I  think  their  estimate  of  $1.5  to  $1.8 
billion  per  year  net  savings  is  certainly  plausible,  which  is  what 
Arthur  Anderson  came  up  with. 

Senator  Lautenberg.  Out  of  what  size  budget? 

Mr.  Poole.  Out  of  about  $5  to  $6  billion  a  year. 

Senator  Lautenberg.  So  we  could  be  talking  about  a  20-25  per- 
cent savings. 

Mr.  Poole.  Yes,  and  that  is  consistent  with  the  experience  that 
we  have  seen  in  New  Zealand,  for  example,  where  they  have  cut 
about  25  percent  out  of  their  real  operating  costs  in  the  7  years 
that  they  have  been  corporatized. 

Senator  Lautenberg.  Mr.  Chairman,  I  have  other  questions  that 
I  would  like  to  submit  in  writing  and  would  ask  that  we  get  a  fairly 
quick  response  to  those.  And  I  thank  you  very  much. 

Senator  Frist  [presiding].  Without  objection. 

Mr.  Poole,  could  you  explain  to  me  again  the  difference  between 
privatization  and  corporatization,  using  some  examples  for  the 
record?  People  ask  about  that,  and  it  is  a  term  the  Administration 
and  others  have  used,  so  could  you  make  clear  that  distinction? 

Mr.  Poole.  OK.  Privatization  as  it  is  generally  used  means  turn- 
ing something  into  an  investor-owned  private  enterprise,  usually 
with  shares  that  trade  on  a  stock  exchange.  Corporatization  means 
taking  a  Government  function  that  is  usually  an  agency  and  turn- 
ing it  into  a  corporation  that,  in  the  overseas  use  of  the  term,  at 
least,  the  corporation  would  have  a  board  of  directors,  would  follow 
commercial  accounting  practices,  and  would  be  paid  for  entirely  by 
its  users  and  not  subsidized,  but  would  have  the  Government  as  its 
sole  shareholder. 

Now,  in  the  United  States,  we  have  a  tradition  of  creating  Gov- 
ernment corporations.  There  is  a  Government  Corporations  Act, 
and  there  are  about  45  Government  corporations.  Most  of  our  Gov- 
ernment corporations,  as  the  GAO  has  found  out  in  a  recent  study, 
do  not  necessarily  use  commercial  accounting  practices,  do  not  nec- 
essarily have  a  board  of  directors  that  is  like  a  private  sector 
board,  and  do  not  necessarily  receive  all  of  their  revenue  just  from 
user  payments.  Some  of  them  are  partially  funded  by  appropria- 
tions. 

So  when  the  Clinton  administration  in  this  country  talks  about 
corporatization,  generally  speaking,  they  are  referring  to  creating 
a  traditional  U.S.  Government  corporation  which  may  or  may  not 
be  a  commercial  enterprise  that  simply  is  owned  by  the  Govern- 
ment. 

So  I  would  recommend  that  to  the  extent  that  corporatization  be- 
comes part  of  a  serious  agenda  for  reform  in  this  country  that  we 
try  to  model  our  corporatizations  not  on  traditional  Government 
corporations  like  Amtrak  or  the  Postal  Service,  but  on  the  overseas, 
the  international  experience.  We  should  create  true  commercial  en- 
terprises that  simply  have  the  Government  as  the  shareholder  at 
least  for  the  time  being,  and  that  the  future  course  of  each  com- 
pany be  that  if  its  function  is  deemed  to  be  governmental,  then  it 
should  remain  with  the  Government  as  its  shareholder,  but  if  it  is 
not,  if  its  function  is  basically  commercial,  then  corporatization 
should  be  a  temporary  expedient  only,  as  a  means  of  reorganizing 
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the  entity  to  prepare  it  for  privatization  "x"  years  in  the  future. 
Any  legislation  that  would  corporatize  that  kind  of  a  company 
ought  to  have  a  deadline  that  says  we  will  corporatize  this  now, 
but  the  goal  is  to  have  it  become  private  within  5  years. 

Therefore,  the  board  and  management  that  are  recruited  to  man- 
age the  transition  would  know  that  their  end  purpose  was  not  to 
create  another  Postal  Service  or  Amtrak,  but  to  create  an  enter- 
prise that  would  be  sold  by  the  date  in  the  legislation. 

Senator  Frist.  And  in  this  global  realm  of  corporatization,  how 
many  do  you  envision  would  be  a  stepping  stone  to  the  privatized 
model? 

Mr.  Poole.  I  think  a  number  of  the  items  on  our  list  could  be 
corporatized  first,  but  I  would  really  only  recommend  doing  that  if 
there  were  a  deadline  involved,  and  it  was  clear  to  everybody  that 
the  purpose  of  the  corporatization  was  basically  just  a  reorganiza- 
tion to  prepare  it  for  privatization.  I  would  say  in  most  cases,  it 
would  only  take  between  2  and  4  years  to  make  that  transition. 

Senator  Frist.  Thank  you.  Let  me  turn  to  prisons  and  privatiza- 
tion of  Federal  prisons.  In  Tennessee,  there  have  been  examples 
which  by  report  have  been  very  successful — the  Corrections  Cor- 
poration of  America,  CCA,  which  is  based  in  my  home  town  of 
Nashville,  has  demonstrated  that  private  companies  can  build  pris- 
ons at  least  faster  and  less  expensively  than  governments  on  the 
whole. 

An  example  is  that  in  1994,  CCA  built  a  68,000  Immigration  and 
Naturalization  Service  detention  center  in  5V2  months  at  a  cost  of 
$14,000  per  bed.  According  to  your  foundation,  the  Reason  Founda- 
tion, it  would  have  taken  INS  2V2  years  to  complete  such  a  facility, 
at  $26,000  per  bed.  And  there  have  been  other  results. 

If  you  look  at  the  President's  fiscal  year  budget,  it  proposes  to 
privatize  the  management  and  operation  of  future  Federal  prisons 
under  construction.  I  would  like  each  of  you  to  comment  on  that. 
Is  this  Federal  privatization  appropriate?  Will  there  be  true  cost 
savings,  and  is  that  a  trend  that  will  be  continued  over  time? 

Mr.  Poole.  I  will  start,  if  I  might.  The  experience  to  date  has 
been  very  positive,  with  corrections  privatization  where  Govern- 
ment is  the  partner  of  the  private  firms. 

The  one  kind  of  correction  privatization  that  has  not  succeeded 
is  speculative  ventures  whereby  a  company  builds  a  prison  on  its 
own  and  then  attempts  to  find  somebody  to  put  inmates  into  it. 
Those  have  largely  been  failures. 

But  those  cases  where  companies  negotiate  an  agreement,  usu- 
ally a  competitive  process  leading  to  an  agreement  for  a  specific  ca- 
pacity, which  the  Government  then  agrees  to  utilize  over  a  period 
of  20  years  or  so,  those  have  been  very  successful.  There  are  some- 
thing like  80  facilities,  adult,  secure  facilities,  under  some  kind  of 
contractual  operations  across  the  United  States  today,  in  about  18 
States,  housing  some  42,000  inmates,  and  the  studies  have  consist- 
ently shown  cost  savings,  they  have  shown  high  quality  of  care.  A 
much  higher  fraction  of  private  corrections  facilities  are  accredited 
by  the  American  Correctional  Association  and  meet  all  of  their 
standards  than  of  Government-run  prisons. 

Senator  Frist.  Other  comments? 
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Mr.  Stanley.  I  would  add  that  Bechtel  and  Kiewit,  as  I  men- 
tioned in  my  testimony,  have  both  had  a  lot  of  construction  experi- 
ence with  prisons,  and  I  would  just  underscore  what  Bob  men- 
tioned, that  the  ability  to  build  them  quicker,  on  time,  under  budg- 
et, and  to  operate  them  at  a  lower  cost  is  something  that  both  com- 
panies have  experienced. 

Mr.  Kettl.  Senator,  there  is  construction  where  there  are  un- 
doubtedly savings  in  privatization.  There  is  the  operation  of  at 
least  some  prisons,  but  it  is  probably  unlikely  we  would  want  to 
privatize  San  Quentin.  Where  there  are  high-security,  high-risk 
kinds  of  operations  which  involve  the  use  of  Government  police 
power,  there  are  questions  there  that  probably  lie  beyond  the 
boundaries  of  what  the  private  sector  ought  to  be  involved  with.  So 
we  have  to  try  to  figure  out  where  the  line  ought  to  be  drawn, 
which  is  a  far  tougher  issue. 

Senator  Frist.  Beyond  the  construction  end  of  it,  which  all  of  you 
have  commented  on,  is  there  a  role,  or  has  the  private  sector  been 
more  successful  in  looking  at  alternatives  in  incarceration,  or  been 
more  innovative,  which  ultimately  results  in  cost  savings? 

Mr.  Poole.  There  has  not  been  much  emphasis  on  that  to  date 
in  the  10  years  or  so  of  experience  with  the  growth  of  private  cor- 
rections, although  the  latest  contracts  that  we  have  seen  in  Texas 
have  incorporated  some  innovative  prison  industry  programs. 

Up  until  the  last  couple  of  years,  there  have  been  two  parallel 
but  disconnected  trends — one  of  the  Federal  prison  industries  en- 
couraging more  approaches  to  real  work  experiences  in  prisons,  and 
then  at  the  State  level,  a  lot  of  growth  of  private  sector  building 
and  operating  of  prisons.  Those  have  not  been  put  together  until 
recently,  but  Texas  has  recently  opened  the  first  private  corrections 
facility  that  I  am  aware  of  that  strongly  emphasizes  prison  indus- 
try work  programs,  and  I  think  this  is  a  trend  that  we  are  likely 
to  see  a  lot  more  of  in  the  future. 

Senator  Frist.  Let  me  very  briefly  shift  gears  for  a  second.  I  am 
a  physician  and  have  spent  the  last  12  years  of  my  life  practicing 
in  the  Veterans  Administration  Hospital  System  as  well  as  at  a  ter- 
tiary care  center  in  the  private  sector.  Do  any  of  you  have  com- 
ments— it  has  been  suggested  by  others,  like  Peter  Drucker  and 
William  Safire — on  privatizing  part  of  the  VA  Health  Care  System, 
possibly  giving  vouchers,  purchasing  care  through  other  facilities. 
Do  either  of  the  three  of  you  wish  to  comment  on  that,  your  per- 
spective of  whether  or  not  that  is  a  direction  in  which  we  should 
be  moving? 

Mr.  Poole.  We  have  not  done  a  detailed  study  of  the  VA  System, 
but  from  the  reports  that  I  have  read  over  the  years,  it  appears  to 
me  that  the  VA  hospitals  are  relatively  non-cost-effective  and  that 
it  would  be  far  wiser  for  the  VA  to  convert  its  budgets  for  that  kind 
of  medical  care  into  vouchers  and  allow  veterans  to  go  to  the  most 
convenient  facility  for  them.  Many  of  these  VA  facilities  are  a  long 
distance  away  from  where  the  individual  people  live,  and  appar- 
ently only  a  small  fraction  of  all  veterans  end  up  using  the  care, 
even  though  it  is  the  cheapest  care  they  have  available,  actually 
going  to  a  VA  facility.  So  it  is  a  very  expensive  system  to  maintain 
when  we  have  so  many  hospitals  beds  in  the  country  as  it  is,  many 
of  which  are  short  of  patients. 
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Senator  Frist.  Any  other  comments? 

Mr.  Kettl.  Senator,  there  is  no  doubt  that  in  many  cases,  ex- 
actly what  Mr.  Poole  says  is  the  case.  The  quality  varies  tremen- 
dously. What  we  know  is  that  VA  hospitals  associated  with  univer- 
sity facilities  tend  to  have  far  higher  quality  of  care,  levels  of  serv- 
ice, and  economies  of  scale;  others  tend  to  be  located  more  in  rural 
areas,  where  we  have  exactly  the  reverse  problem,  but  they  tend 
to  be  places  where  private  provision  of  health  care  is  harder  to 
come  by,  so  there  often  may  not  be  the  kind  of  market  that  we 
would  want  to  try  to  create. 

Beyond  that,  in  addition,  there  are  substantial  economies  that 
the  VA  has  already  begun  to  realize  by  smarter  management  of  its 
contracting  operations.  There  is  a  facility,  for  example,  outside  Mil- 
waukee where  a  contract  service  center  has  consolidated  purchas- 
ing and  in  the  process  has  achieved  dramatic  savings.  So  it  is  im- 
portant to  note  that  privatization  need  not  only  mean  simply  clos- 
ing operations  down,  but  even  short  of  that,  much  smarter  oper- 
ation of  its  contracting  operations,  which  has  the  potential  for  mil- 
lions, perhaps  billions  of  dollars  worth  of  savings. 

Mr.  Stanley.  We  have  had  no  real  experience  with  that.  Sen- 
ator. 

Senator  Frist.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Chairman  DOMENICI.  Thank  you  very  much,  Senator  Frist. 

First,  I  want  to  apologize  for  not  being  personally  present  for  the 
discussion  that  just  occurred,  but  we  have  had  conflicting  sched- 
ules, and  I  assume  that  the  Senators  have  been  busy  asking  ques- 
tions in  my  absence.  That  is  good. 

Mr.  Stanley,  what  do  you  do  about  eminent  domain,  that  power? 
Let  me  just  ask  you  three  questions.  Would  your  firm  be  subject 
to  Davis-Bacon  under  this?  And  what  is  the  difference  in  cost  be- 
tween your  firm  building  the  road,  and  Virginia,  with  Federal  aid, 
building  the  road? 

Mr.  Stanley.  To  answer  in  order,  there  have  been  8  States  that 
have  passed  variations  of  the  Virginia  legislation.  I  had  the  experi- 
ence in  Virginia,  attempting  to  implement  the  first  legislation. 
That  legislation  granted  the  county  and  the  State  the  power  of  emi- 
nent domain  on  our  behalf  once  we  were  certified  by  the  State  cor- 
poration commission  to  build  the  road.  That  power,  I  think,  stays 
with  the  public  sector.  What  we  did  in  Virginia  over  a  2-year  period 
was  assemble  the  land,  which  was  very  difficult  and  costly.  The 
State  was  reluctant  to  exercise  it  on  our  behalf  due  to  a  couple  of 
factors,  due  to  a  couple  of  factors  including  the  basic  threat  they 
felt  with  a  private  sector  competitor.  But  on  eminent  domain,  I 
think  that  stays  in  the  public  sector  and  should  be  exercised  on  be- 
half of  a  firm  that  is  certified  to  be  able  to  build  that  kind  of  a  fa- 
cility. 

Chairman  Domenici.  So  that  goes  in  tandem — to  give  the  au- 
thority to  do  the  bidding  and  building,  you  have  got  to  give  an  en- 
tity the  authority  for  them  on  their  behalf? 

Mr.  Stanley.  Right.  I  think  Washington  and  California  improved 
on  the  legislation  substantially,  having  watched  the  experience 
that  we  had  in  Virginia  attempting  to  assemble  the  right-of-way. 
And  again,  that  is  for  a  new  facility.  I  would  like  to  emphasize  that 
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projects  like  the  one  we  are  doing  in  Seattle  on  the  Tacoma  Nar- 
rows Bridge,  on  an  existing  facility,  or  a  project  like  the  one  I  men- 
tioned on  the  Woodrow  Wilson  Bridge  here  in  this  area,  may  in- 
clude some  requirement  for  additional  land,  but  most  of  that  emi- 
nent domain  or  right-of-way  is  in  place.  So  for  a  lot  of  the  bridge 
franchise  repairs  I  have  talked  about,  that  would  not  be  an  issue. 

In  terms  of  the  time,  cost  and  schedule,  in  Virginia,  when  our 
company  opened  our  office  in  Leesburg,  Virginia  has,  as  many 
States  do,  a  5-year  transportation  plan.  The  Dulles  Toll  Road  ex- 
tension was  not  on  the  5-year  plan;  it  was  on  it  about  a  month 
after  we  opened  the  office.  And  even  the  State  admitted  that  our 
ability  to  build  the  road  was  2  or  3  years  in  advance  of  what  they 
would  have  done,  and  the  cost  savings  was  20  to  30  percent.  That 
road  is  going  to  open  this  year,  proving  that  it  can  be  done  cheaper, 
quicker,  and  more  efficiently  by  a  private  group. 

Chairman  DOMENICI.  What  do  you  think  are  the  principal  compo- 
nents or  differentials  that  cause  you  to  be  able  to  save  from  20  to 
30  percent? 

Mr.  Stanley.  One,  admitted  by  the  Virginia  Highway  Depart- 
ment, they  have  enormous  needs  in  Northern  Virginia  and  had 
basic  staffing  resources.  We  were  able  to  devote  the  kind  of  person- 
nel and  talent  to  this  project  that  they  were  simply  swamped  with 
other  projects  and  unable  to  do. 

Two,  I  kept  using  the  phrase  at  that  time  in  the  mid-eighties 
that  these  were  not  commuters,  but  they  were  customers.  We  had 
almost  unanimous  support  from  people  who  were  stuck  in  traffic  in 
Northern  Virginia  for  our  application.  And  that  ability  to  organize 
the  constituency,  which  is  something  we  are  doing  in  the  State  of 
Washington  as  well,  I  think  is  something  that  the  public  sector  has 
lacked  in  the  past. 

And  third,  I  would  say  as  the  facility  opens  and  operates,  we  had 
a  very  entrepreneurial  bent.  People  were  worried  about  toll  levels, 
and  those  were  customers  to  us.  There  was  no  monopoly.  There 
were  existing  alternative  roads  that  could  be  taken.  The  same  is 
true  in  a  project  that  we  are  opening  in  Southern  California,  SR 
91,  which  will  open  this  year,  and  we  had  the  incentives  to  attract 
customers  and  to  put  in  the  kinds  of  technologies,  like  automated 
vehicle  identification  equipment,  that  the  public  sector  simply 
lacked. 

In  the  New  Jersey  area  where  Senator  Lautenberg  is  from  and 
where  I  grew  up,  they  simply  have  not  installed  AVI  equipment  on 
any  of  the  toll  facilities  to  date,  although  it  has  been  in  existence 
for  more  than  6  or  8  years  and  is  functioning  very  well  in  other 
areas. 

So  I  think  those  kinds  of  efficiencies  and  that  entrepreneurship 
are  things  that  companies  like  ours  can  bring  to  these  public  facili- 
ties. 

Chairman  DOMENICI.  Do  either  of  you  have  some  specific  docu- 
ments or  treatises  that  I  might  read  with  reference  to  infrastruc- 
ture demands  in  the  future,  and  some  new  ways  of  injecting  capital 
into  infrastructure  programs?  Is  there  something  succinct  that  I 
could  read  in  a  couple  of  hours? 
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Mr.  Stanley.  Yes,  we  do.  We  have  a  summary  of  SR  91  and 
some  of  the  projects  we  have  actually  done,  and  we  will  get  that 
to  you. 

Chairman  DOMENICI.  I  am  impressed,  aside  and  apart  from  the 
budgetary  implications,  with  the  notion  that  we  cannot  build  the 
infrastructure  that  we  need  in  this  country  under  current  law. 
First  of  all,  we  are  not  going  to  tax  the  people  enough  to  put  more 
money  into  highway  trust  funds;  we  are  not  going  to  do  those 
things.  We  have  got  to  find  some  way  to  equalize  tax  treatment  or 
in  some  way  make  sure  that  there  is  no  impediment  on  the  tax 
side.  We  have  got  to  find  some  way  to  get  out  of  the  way  and  let 
this  happen.  So  I  would  like  to  learn  a  little  bit  about  it.  In  the 
process,  we  will  save  money,  I  believe. 

Mr.  Stanley.  Yes;  I  would  like  to  just  mention  in  closing,  one  of 
my  recommendations  about  abolishing  the  restriction  on  operating 
and  maintenance  contracts  of  5  years,  I  talked  to  the  president  of 
a  firm  that  is  probably  a  preeminent  wastewater  treatment  plant 
operator  in  this  country  and  asked  the  question  as  to  what  his  cur- 
rent customers  would  do  if  that  restriction  were  abolished.  He  said 
over  half  of  his  facilities  would  extend  it  from  the  3  years  up  to  20 
years,  with  protections  for  the  public  sector. 

What  we  said  was  we  would  be  able  to  make  the  kind  of  capital 
investments  if  those  contracts  were  extended  to  a  15-  or  20-year 
concession.  That  would  result,  as  I  said,  in  hundreds  of  millions  of 
dollars  in  needed  facility  upgrades  and  wastewater  treatment  fa- 
cilities alone,  if  that  simple  change  were  made. 

Chairman  Domenicl  Frankly,  I  think  there  will  be  a  question 
raised  about  this  extension  from  5  years  to  20  and  that  question 
has  to  do  with  lack  of  competition  and  how  we  assure  that,  in  fact, 
we  are  getting  the  best  deal  in  the  10th  year  for  the  people.  And 
I  understand  that  5  years  is  not  enough  to  get  the  kind  of  propos- 
eds  we  need,  but  I  think  you  ought  to  be  aware  of  that  intention, 
and  it  will  be  there  on  all  the  proposals  that  you  discuss;  where 
somebody  is  given  a  license  or  certification,  there  has  got  to  be 
more  than  one  entity  doing  that. 

Mr.  Stanley.  Right.  I  would  just  add  that  I  would  encourage  you 
to  have  people  such  as  Mayor  Goldsmith  of  Indianapolis  come  and 
testify  to  that,  because  there  are  protections  in  those  concession 
agreements  that  are  performance-related. 

Chairman  Domenicl  You  did  not  answer  my  question  regarding 
Davis-Bacon.  Could  you  answer  that?  Are  you  compelled  to  follow 
it  the  way  things  are  now,  and  should  it  be  changed? 

Mr.  Stanley.  I  think  it  should  be  changed.  We  did  not  follow  it 
in  the  Virginia  project — although  I  will  say  this.  As  I  mentioned 
earlier,  Frank  Hanley,  the  operating  engineer,  was  on  the  commis- 
sion with  me,  and  we  hired  prevailing  wage  union  labor  on  the 
project  solely  to  be  sure  that  we  would  build  it  on  time  and  on 
schedule.  But  I  do  not  think  it  should  be  a  requirement. 

Chairman  DOMENICL  Would  either  of  you  comment  on  anything 
I  have  asked  Mr.  Stanley,  or  with  reference  to  something  I  might 
read  on  this  subject? 

Mr.  Poole.  Yes;  we  have  published  many  studies  and  papers  on 
infrastructure  privatization  issues,  and  I  will  try  to  make  a  selec- 


538 

tion  of  briefer  ones  and  send  them  to  you  tomorrow,  once  I  get  back 
to  California. 

I  wanted  to  comment  also  on  the  long-term  franchise  approach. 
You  are  absolutely  right  that  there  do  need  to  be  protections  built 
in  to  protect  the  public  interest  from  the  possible  dangers  of  creat- 
ing an  unresponsive  monopoly.  But  I  want  to  point  out  that  this 
is  not  something  that  is  brand  new.  There  is  a  lot  of  experience 
that  we  can  draw  on  from  around  the  world.  France  has  been  per- 
fecting these  techniques  in  water  and  wastewater  for  more  than  35 
years.  In  the  United  States,  only  15  percent  of  our  water  supply 
is  provided  by  investor-owned  companies  as  opposed  to  Govern- 
ment. In  France,  75  percent  of  water  and  wastewater  is  provided 
privately,  and  in  Britain  it  is  100  percent. 

So  our  industrial  competitors  are  learning  how  to  use  these  kinds 
of  arrangements  successfully,  and  so  is  the  Third  World;  as  Ralph 
Stanley  pointed  out,  an  awful  lot  of  U.S.  investment  capital  is 
going  into  funds  that  are  supporting  these  kinds  of  projects  in  de- 
veloping countries.  Buenos  Aires  has  a  $3  to  $4  billion  long-term 
franchise  to  a  consortium  of  international  companies  to  totally 
make  over  and  upgrade  its  water  and  wastewater  system.  These 
are  the  kinds  of  things  that  are  happening  out  there  now  today, 
and  the  United  States  sadly  is  lagging  way  behind  the  times  in 
taking  advantage  of  the  capital  and  the  technological  innovation 
that  the  private  sector  is  bringing  to  the  table  all  over  the  world. 

Chairman  DOMENICI.  Senator  Frist,  before  you  arrived,  the  point 
was  made  by  Mr.  Stanley  that  American  pension  funds  are  invest- 
ing in  overseas  projects  where  consortia  for  infrastructure  projects 
exist.  So  our  capital  is  there — $4-plus  trillion  is  turning  here  and 
there  and  elsewhere.  But,  we  do  not  allow  that  type  of  investment 
here,  for  some  reason,  and  it  probably  has  to  do  with  us  wanting 
to  keep  most  of  this  within  the  Government.  The  purpose  of  this 
meeting  is  to  see  what  we  should  not  keep  solely  within  the  pur- 
view of  the  Federal  Government. 

Mr.  Stanley.  I  met  with  one  of  those  investors,  a  major  investor 
in  New  York,  who  has  been  a  significant  contributor  to  an  Asian 
infrastructure  fund,  who  asked  me  that  very  question.  He  said, 
"We  are  ready  to  make  an  investment  in  a  U.S.  infrastructure 
fund.  Can  you  find  us  projects?" 

Chairman  DOMENICI.  Yes,  sir? 

Mr.  Kettl.  Two  points,  Senator,  if  I  might.  The  first  is  that  we 
have  learned  the  hard  way  that  private  monopolies  are  no  better 
than  public  monopolies,  and  whether  it  is  air  traffic  control  or  high- 
way maintenance,  it  is  often  deceptively  tricky  to  make  sure  that 
we  do  not  build  ourselves  into  an  even  worse  situation,  with  even 
less  Government  control,  and  a  situation  where  we  have  enormous 
dependence.  So  we  have  to  make  sure  that  we  do  not  dig  ourselves 
an  even  deeper  hole  in  the  process. 

The  second  point  is  that  although  I  am  a  huge  fan  of  many  of 
the  roads  like  the  one  Mr.  Stsmley  has  been  working  on,  a  policy 
of  solely  relying  on  toll  roads  would  be  tantamount  to  a  decision 
to  deprive  large  parts  of  the  country  of  any  transportation  whatso- 
ever. 

If  you  look  at  the  long  history  of  public  works  in  this  country, 
the  reason  why  public  works  are  public  is  because  the  private  sec- 
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tor,  left  to  its  own  devices,  has  not  delivered  services  broadly 
enough,  cheaply  enough,  and  of  high  enough  quality  to  ensure  that 
in  fact  the  public  interest  is  served.  That  is  the  reason  why  we  had 
original  toll  roads  back  in  the  19th  century,  the  reason  why  we 
built  the  interstate  highway  system. 

And  as  a  citizen  of  Wisconsin  now,  a  decision  to  rely  solely  on 
toll  roads  is  equivalent  to  essentially  disenfranchising,  in  transpor- 
tation terms,  a  large  part  of  the  population  of  the  State.  Anyone 
who  lives  beyond  Madison  or  Milwaukee  would  have  a  very  difficult 
time  trying  to  construct  a  road  and  to  pay  for  it  on  a  toll  basis.  So 
the  question  is,  then,  what  role  should  Government  have,  and  how 
should  the  Government  role  be  exercised. 

Chairman  DOMENICI.  I  would  note  for  the  record  that  about  10 
years  ago,  I  introduced  a  bill  concerning  infrastructure  bonds  for 
water  and  sewer  in  the  private  sector,  on  this  very  premise:  that 
we  were  never  going  to  get  enough  money  into  it,  and  facilities 
which  were  public  were  seeking  private  partnerships,  and  yet  it 
was  hard  to  get  the  resources. 

Maybe  its  time  has  ripened,  and  maybe  it  is  even  broader  now 
than  just  a  normal  utility. 

Let  me  go  to  one  more  question,  and  then  we  will  let  Mr. 
Breeden  testify,  and  excuse  our  three  witnesses. 

Congress  has  legislated,  usually  in  appropriation  bills,  barriers  to 
privatization.  I  will  tick  off  a  few  in  a  moment.  Many  of  these  pro- 
visions are  essentially  what  we  would  call  private  sector  lock-out 
provisions. 

I  want  to  know  if  any  of  you  have  enough  experience  to  tell  us 
whether  or  not  we  should  consider  in  this  budget  process  prohibit- 
ing the  Appropriation  Committee  or  other  committees  from  enact- 
ing private  sector  lock-out  provisions. 

Also,  can  you  think  of  any  legitimate  purpose  for  the  barriers  to 
privatization  and  whether  any  of  the  barriers  serve  the  public  well? 

Should  Congress  lift  legislative  restrictions  in  a  comprehensive 
way? 

Let  me  tick  off,  for  the  record,  only  a  few  of  what  I  know  to  be 
lock-outs.  For  instance,  in  the  Department  of  Agriculture,  there  are 
minimum  employment  levels  that  exist  in  the  Farmers  Home  Ad- 
ministration, Agricultural  Stabilization,  the  Conservation  Service, 
and  Soil  Conservation.  The  Farmers  Home  Administration,  is  pro- 
hibited from  contracting  with  the  private  sector  for  debt  collection 
on  delinquent  payments.  The  Department  of  Agriculture  is  pre- 
cluded from  selling  loans  made  by  the  Agriculture  Credit  Fund. 

NOAA,  prohibited  from  commercializing  meteorological  satellites. 
DOC,  Department  of  Commerce,  prohibited  from  selling  its  Eco- 
nomic Development  Loans.  The  National  Technical  Information 
Service,  prohibited  from  contracting  out  services.  And  the  list  goes 
on. 

Power  Marketing  Administration,  an  Appropriations  bill  says  you 
can't  even  use  money  to  study  it,  much  less  ever  achieve  privatiza- 
tion. DOE  is  prohibited  from  using  appropriations  for  privatization 
of  the  National  Petroleum  Reserve,  although  I  know  that  the  Presi- 
dent is  recommending  it.  I  don't  know  where  he  got  the  money  to 
study  it,  since  the  statute  says  we  couldn't.  [Laughter.] 
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HUD  is  prohibited  from  selling  312  direct  loans.  The  National 
Park  Service,  Fish  &  Wildlife,  Bureau  of  Land  Management,  have 
actual  prohibitions  on  contracting  out  any  services. 

The  Department  of  Justice  is  prohibited  from  contracting  out  any 
functions  involving  law  enforcement,  litigation,  or  the  administra- 
tion of  justice. 

We  can  go  on,  but  I  just  want  to  point  those  out  as  specifics.  Can 
you  talk  generally  about  these  kinds  of  things  as  you  see  them. 
Whether  if  they  are  barriers  to  what  we  ought  to  be  doing,  and 
what  caveats  there  are? 

Mr.  Stanley.  I  would  just  say,  in  general,  during  my  tenure  as 
FTA  Administrator,  similar  prohibitions  were  put  in  by  Appropria- 
tions Committees  on  contracting  out  transit  operations,  and  every 
study  we  had  showed  cost  savings.  We  had  minority  owners  that 
were  prohibited  from  operating  transit  systems.  We  had  other 
union  groups  that  were  prohibited. 

And  I  don't  think  there  is  a  better  example  of  the  sort  of  know- 
nothingness,  when  you  read  a  litany  like  that,  and  have  to  ask 
yourself  why  those  prohibitions  have  been  put  it.  It  has  to  be  a  fear 
of  the  kinds  of  results  that  Bob  has  talked  about,  today. 

Chairman  DOMENICI.  Mr.  Poole? 

Mr.  Poole.  I  would  second  what  Ralph  Stanley  has  just  said  and 
suggest  that  if  you  want  to  probe  this  further,  you  might  want  to 
ask  Ron  Utt  to  testify,  who  was  the  privatization  czar  in  0MB 
when  that  position  existed  in  the  last  year  of  the  Reagan  adminis- 
tration. He  made  a  point  of  trying  to  catalog — and  I  think  there  are 
thousands  of  these,  including  the  minimum  employment  levels,  all 
together — that  really  should  be  done  away  with. 

I  also  would  suggest  that  I  think  this  can  really — in  the  present 
climate — could  be  a  real  bipartisan  issue.  I  visited  last  week  with 
the  staff  at  the  National  Performance  Review,  and  I  think  the  Clin- 
ton administration  would  back,  through  the  NPR,  an  effort  to  do 
away  with  these  kinds  of  things. 

Doing  away  with  prohibitions  doesn't  say  that  everything  should 
be  privatized.  It  simply  says  that  everything  should  be  on  the  table 
to  be  looked  at,  to  see  whether  it  does  or  doesn't  make  sense,  and 
I  think  that  could  be  an  effort  that  could  get  large  bipartisan  sup- 
port. 

Chairman  Domenicl  We  have  spoken  to  the  0MB  gentleman 
that  you  referred  to,  and  that  is  where  some  of  these  came  from. 
The  list  goes  on,  obviously. 

Mr.  Kettl.  And  then,  Senator,  the  list  is  ridiculous.  There  are 
preposterous  prohibitions  against  a  lot  of  things,  although  buried 
within  them  are  some  things  that  we  need,  I  think,  to  consider  and 
to  be  careful  about. 

We  should  not  be  in  the  business  of  simply  protecting  jobs  for  the 
sake  of  protecting  jobs,  but  we  need  to  make  sure  that  we  are  cre- 
ating a  level  playing  field.  I  am  familiar  with  one  case  of  a  program 
that  had  been  contracted  out  where  the  principal  reason  why  the 
contractor  got  the  job  was  because  the  contractor  was  able  to  save 
lots  of  money.  How?  By  reducing  wages  and  fringe  benefits  to  a 
level  so  low  that  contract  employees  were  qualifying  for  foodstamps 
and  medicaid.  The  government  was  subsidizing  the  fringe  benefits 
that  the  employer  was  not  paying. 
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We  have  to  try  to  find  some  way  of  ensuring  that  the  playing 
field  is  level.  There  are  some  issues  in  the  public  interest  that  are 
critical  and  need  to  be  protected. 

Even  though  the  Federal  Government  is  often  terrible  at  debt 
collection  there  are  privacy  issues  and  there  are  due  process  issues 
that  the  Government  gets  involved  in.  And  it  turns  out  to  be  decep- 
tively difficult  in  many  ways  to  guarantee  that  those  basic  interests 
are  preserved. 

And  finally,  I  worry  sometimes  that  we  focus  too  much  on  the 
process  and  not  enough  on  the  performsmce.  What  we  ought  to  be 
talking  about,  I  think,  is  not  primarily  whether  we  should  privatize 
more,  but  rather,  what  can  we  do  to  try  to  improvement  Govern- 
ment's performance. 

That  is  the  core  question.  Minimum  hiring  levels  and  employ- 
ment levels  in  agencies  is  a  ridiculous  way  to  try  to  approach  that 
question. 

What  we  need  to  think  about  is,  what  do  we  want  to  do?  How 
can  we  ensure  that  we  do  it,  and  what  kind  of  strategies  will  best 
help  us  to  achieve  that? 

Privatization  is  one  answer  to  that  question,  but  it  seems  to  me, 
it  is  the  performance  question  that  has  to  come  first. 

Chairman  DOMENICI.  Senator  Frist,  do  you  have  any  further 
questions? 

Senator  Frist.  No,  Mr.  Chairman. 

Chairman  DOMENICI.  I  thank  the  three  of  you,  and  we  will  ask 
some  additional  questions  and  hope  that  you  will  answer  them 
rather  quickly. 

Whatever  you  told  me  that  you  would  get  to  me,  would  you  do 
that  as  expeditiously  as  you  can? 

Mr.  Kettl.  Yes.  Thank  you.  Senator. 

Chairman  DOMENICI.  Thank  you  very  much.  You  are  excused. 

Let's  move  quickly,  now.  We  are  going  to  run  out  of  time,  but  we 
know  you  have  made  a  diligent  effort  to  get  here,  so  we  want  to 
give  you  a  little  bit  of  time  to  tell  us  what  you  think,  Mr.  Breeden. 

STATEMENT  OF  RICHARD  C.  BREEDEN,  CHAIRMAN,  INTER- 
NATIONAL  FINANCIAL  SERVICES,  COOPERS  &  LYBRAND 
L.L.P. 

Mr.  Breeden.  Mr.  Chairman,  thank  you  very  much.  I  am  afraid 
that  even  a  privatized  air  traffic  control  system  would  not  have  got- 
ten the  7:00  a.m.  shuttle  through  the  fog  this  morning.  I  am  sorry 
to  have  missed  what  is  certainly  a  most  important  discussion  and 
topic. 

It  is  a  great  pleasure  for  me  to  have  a  chance  to  be  with  you  to 
talk  about  the  general  subject  of  privatization  and,  particularly, 
ways  in  which  we  could  apply  that  technique  to  the  Federal  finan- 
cial system. 

I  won't  go  through  generalities  of  the  benefits  of  privatization,  as 
I  think  those  are  well  known,  beyond  noting  that  the  basic  privat- 
ization formula  of  decreasing  Government  spending,  increasing 
Government  revenues,  without  raising  taxes,  and  simultaneously 
improving  economic  efficiency  is  nothing  less  than  £ui  economic  hat 
trick. 


93-697    95-18 


542 

Indeed,  when  the  laws  of  poUtics  are  replaced  by  the  laws  of  eco- 
nomics in  a  commercially  related  activity,  society  as  a  whole  will 
always  benefit.  In  the  past  3  years  alone,  my  firm.  Coopers  & 
Lybrand,  has  worked  on  1,118  privatization  assignments  in  67 
countries.  I  think  that  demonstrates  more  than  anything  else — and 
those  numbers  are  from  only  one  firm,  though  we  have  a  large  role 
in  that  market — it  demonstrates,  I  think,  the  widespread  use  on  a 
worldwide  basis  of  this  highly  beneficial  process. 

To  date,  except  for  outsourcing  activities  at  State  and  local  lev- 
els, the  benefits  of  privatization  are  largely  an  untapped  resource 
at  the  level  of  the  Federal  Government. 

Looking  at  the  U.S.  financial  system,  the  Federal  Government 
has  certainly  established  a  massive  presence.  This  is  particularly 
pronounced  in  the  area  of  bank  regulation,  but  it  is  an  element  in 
almost  all  areas  of  finance. 

The  aggregate  size  of  the  Federal  Government's  role  is  awesome, 
both  in  absolute  numbers  and  in  comparison  to  other  countries. 
The  total  staff  of  the  Federal  financial  agencies,  including  the  Fed- 
eral Reserve  Banks,  exceed  47,000  people  and  gross  outlays  exceed 
$13  billion  a  year.  Outlays  for  personnel  costs  alone  exceed  $2  bil- 
lion per  year. 

Obviously,  some  of  these  agencies,  including  the  SEC,  have  fee 
income,  premium  income,  different  kinds  of  income  that  help  offset 
those  gross  outlays.  But  nonetheless,  it  is  a  system  that  is  striking 
for  its  enormous  size. 

By  contrast,  Switzerland  has  an  extraordinarily  sound  banking 
system,  with  large  and  highly  profitable  global  banks  competing 
around  the  world.  But  despite  the  size  and  importance  of  its  bank- 
ing system,  the  total  staff  of  the  Swiss  regulatory  body  for  banking, 
the  Swiss  Banking  Commission,  numbers  fewer  than  50  people. 

So,  the  contrast  between  the  combined  staffs  of  the  Federal  bank- 
ing agencies  and  the  47  staffers,  of  the  Swiss  Banking  Commission 
is  a  dramatic  example  of  the  sheer  size  of  the  establishment  we 
have  allowed  to  grow  over  the  last  few  generations  here  in  the 
United  States. 

Switzerland  doesn't  have  a  weaker  banking  system  than  the 
United  States.  It  does  have  a  much  simpler  and  less  costly  regu- 
latory system.  And  to  that  extent,  its  banks  have  greater  earnings 
because  there  is  less  wasted  regulatory  overhead. 

There  are  many  activities  within  the  financial  regulatory  agen- 
cies that  could  be  privatized,  even  though  the  relevant  agencies 
would  still  stay  in  existence.  Just  ticking  off  a  few  of  those  opportu- 
nities: (i)  Clearance  and  settlement  of  foodstamps  by  the  Federal 
Reserve;  (ii)  data  processing  by  all  the  financial  regulators,  which 
could  be  outsourced;  (iii)  bank  examination,  which  is  routinely  per- 
formed by  accounting  firms  under  contract  to  regulators  in  many 
countries;  (iv)  disposition  of  assets  of  failed  financial  institutions 
and  other  financial  assets  of  the  Federal  Government;  (v)  manage- 
ment of  financial  portfolios,  including  entitlement  trust  funds  (in- 
deed, including  Social  Security);  (vi)  administration  of  benefit  pay- 
ment programs;  (vii)  long-term  financial  advances  on  behalf  of  cor- 
porate end  users,  such  as  savings  and  loans,  banks,  credit  unions, 
or  others;  (viii)  collection  and  dissemination  of  disclosure  docu- 
ments, required  by  the  SEC,  banking  agencies,  or  other  bodies;  (ix) 
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review  of  perspectuses  and  other  financial  documents  filed  with  the 
Government;  and  (x)  credit  enhancement  programs  of  all  types. 

Now  I  will  stop  there,  Mr.  Chairman,  but  with  a  little  diligence 
one  could  go  on,  and  the  list  of  opportunities  where  we  could  par- 
tially privatize  activities  of  the  financial  regulators  would  be  quite 
long,  indeed. 

In  every  one  of  the  cases  I  mentioned.  Federal  programs  could 
be  shifled  to  private  sector  entities  with  a  considerable  reduction 
in  Government  spending,  down-sizing  of  the  Federal  payroll,  and 
receipt  of  fee  income  or  tax  revenues  from  the  resulting  activities. 

Interestingly,  there  are  several  agencies  in  the  financial  field 
that  could  be  fully  privatized  in  transactions  similar  to  the  classic 
British  Telecom-type  model.  Each  of  these  transactions  would  be 
difficult.  Each  would  pose  numerous  practical  problems  that  would 
have  to  be  solved.  Nonetheless,  the  old  adage  of,  "if  there's  a  will, 
there's  a  way,"  is  highly  accurate  in  this  area.  Each  of  these  trans- 
actions could  be  done. 

Due  to  the  constraints  of  time,  I  only  want  to  mention  the  pos- 
sible privatization  of  the  FDIC.  However,  we  should  not  ignore  the 
longer  run  questions  of  privatizing  the  Small  Business  Administra- 
tion, the  Export-Import  Bank,  and  the  Federal  Housing  Finance 
Board,  to  name  only  three. 

At  first  gasp,  privatizing  the  FDIC  might  sound  like  a  very  big, 
or  even  radical  step.  However,  though  there  is  some  ambiguity  in 
the  historic  record,  it  appears  that  the  private  sector  has  been  pro- 
viding insurance  for  at  least  three  millennia.  There  are  some  who 
believe  it  may  go  four  millennia. 

Certainly,  there  is  nothing  intrinsically  governmental  in  the 
business  of  providing  insurance  of  anything  and  to  anyone.  Rather, 
it  is  the  scale  of  the  risk  and  the  capital  required  to  provide  for 
that  risk  that  triggers  a  belief  in  the  necessity  of  a  Government  in- 
volvement. 

And  of  course,  over  the  last  60  years,  deposit  insurance  has  been 
very  popular  and  it  has  grown  and  grown  and  grown  to  proportions 
that  are  far  beyond  anything  originally  intended. 

Privatizing  the  FDIC  would  involve  two  critical  threshold  steps. 
First,  coverage  levels  need  to  be  reduced  to  something  less  than 
100  percent.  In  the  United  Kingdom,  insurance  coverage  covers  75 
percent  of  the  deposit,  but  not  100  percent,  and  that  is  from  the 
first  dollar.  This  co-insurance  or  deductible  feature  gives  the  de- 
positor a  strong  incentive  to  pay  attention  to  the  healthiness  of  the 
bank  in  which  he  or  she  is  depositing  money. 

The  second  major  step  would  be  to  move  the  FDIC  from  the  role 
of  a  primary  insurer  to  that  of  a  reinsurer. 

The  first  step  of  reducing  coverage  to  something  like  75  percent 
from  the  first  dollar  deposited  would  create  very  healthy  caution  on 
the  part  of  the  public,  and  direct  market  disciplines  against  depos- 
iting money  in  a  weekly  capitalized  institution. 

We  are  all  used  to  the  fact  that  we  have  a  deductible  on  our  auto 
insurance  and  our  homeowner's  insurance,  and  for  good  reason.  A 
deductible  gives  the  insured  a  reason  to  exercise  prudence,  such  as 
by  not  leaving  a  shiny,  new  car  with  the  engine  running,  unlocked 
and  unattended  in  the  middle  of  Time  Square.  If  you  did  that  and 
your  car  was  stolen,  you  would  recover  some  of  your  losses,  but  not 
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all  of  them.  Thus  the  insured  owner  of  the  car  has  a  direct  finan- 
cial incentive  to  exercise  prudence. 

Under  the  deposit  insurance  system  of  other  countries,  such  a  de- 
ductible feature  is  built  into  the  coverage.  Unfortunately,  in  this 
country,  we  have  trained  depositors  that  they  need  exercise  no  re- 
sponsibility whatsoever  where  they  deposit  their  funds. 

By  establishing  a  deductible,  the  moral  hazard  inherent  in  the 
U.S.  Deposit  Insurance  System  would  be  mitigated,  which  would  be 
good  in  itself  But  most  importantly,  it  would  immediately  elimi- 
nate the  Government's  current  monopoly  on  deposit  insurance, 
thereby  creating  a  private  market  for  coinsurance  or  supplemental 
coverage  for  this  25  percent  exposure. 

Private  insurance  companies  would  get  into  the  business  of  un- 
derwriting the  risk  of  bank  failures,  exactly  as  private  companies 
now  underwrite  potential  casualty  losses,  such  as  a  hurricane  strik- 
ing or  your  boat  sinking.  Once  private  insurers  got  into  the  busi- 
ness of  insuring  deposits,  there  would  be  competition  as  to  rates, 
underwriting  standards,  coverage  levels,  and  other  elements  of  the 
program. 

After  an  appropriate  interval,  the  FDIC  would  be  required  under 
such  a  program  to  abandon  the  business  of  primary  coverage  and 
become  a  reinsurer.  It  would  then  cover  a  similar  proportion  of 
risk,  but  it  would  do  so  as  a  reinsurer.  Bank  failure  risk  would 
then  in  the  first  instance  be  underwritten  by  private  insurers. 

Each  private,  primary  carrier  would  be  free  to  decline  coverage, 
to  set  limits,  and  to  price  its  insurance  exactly  as  it  saw  fit.  Once 
all  this  was  done,  it  would  be  fairly  simple  to  conduct  a  public  of- 
fering of  stock  or  to  distribute  stock  to  those  institutions  that  had 
been  paying  premiums  all  these  years  to  the  FDIC,  and  allow  it  to 
be  privatized. 

The  end  result  would  be  a  dose  of  responsibility  in  a  measured 
amount  for  depositors  in  the  United  States,  to  help  restore  some- 
what more  powerful  market  disciplines  for  banks.  This  would  let  us 
reduce  the  scope  of  bureaucratic  disciplines  that  we  have  had  to 
use  at  fantastic  cost  in  the  place  of  market  disciplines. 

The  budget  of  the  United  States  would  have  one  more,  very  large 
taxpayer,  and  far  fewer  Government  employees  to  support.  Thank 
you. 

Chairman  DOMENICI.  Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Breeden  follows:] 
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Mr.  Chairman  and  Members  of  the  Committee: 

It  is  a  great  pleasure  to  be  here  with  you  this  morning  to  address  the  issue  of 
privatization.  In  the  early  1 980s,  British  Prime  Minister  Margaret  Thatcher  fired  what 
in  economic  terms  has  truly  been  the  "shot  heard  'round  the  world"  with  the 
privatization  of  British  Telecom  PLC  ("BT").  Before  its  privatization,  what  is  now  BT 
was  an  integral  part  of  Britain's  government.  As  part  of  the  Ministry  of  Posts  and 
Telecommunications,  BT  was  overstaffed,  disorganized,  inefficient  and  badly  run.  For 
13  years  its  audits  had  been  "qualified",  and  25%  of  its  assets  ultimately  had  to  be 
written  off  as  worthless  or  of  indeterminable  value. 

Today  BT  is  a  privately  owned  corporation  with  a  stock  market  capitalization 
of  over  $39  billion.    Its  one  shareholder  has  now  been  replaced  by  more  than  2.7 


The  following  testimony  represents  my  personal  views  and  does  not  necessarily  represent  the 
views  of  Coopers  &  Lybrand  L.L.P.  or  any  of  its  partners  or  staff. 
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million  private  shareholders,  broadening  the  participation  of  ordinary  Britons  in  the 
U.K.  stock  market  as  a  whole.  For  its  more  than  156,000  employees  (down  from 
around  240,000  at  the  time  of  privatization),  BT  today  is  a  stronger  company  that 
offers  more  opportunity  to  its  workforce  than  could  any  government  ministry.  For  its 
customers,  the  private  BT  has  brought  new  technology,  better  service  and  lower 
costs.  For  the  British  taxpayer,  BT  went  from  being  a  large  source  of  government 
expenditure  to  a  company  that  last  year  paid  more  than  $1 .4  billion  in  taxes.  These 
annual  savings  came  on  top  of  more  than  $5  billion  the  taxpayers  received  as 
proceeds  from  several  successive  stock  sales  over  a  period  of  years. 

I.    Overview 

The  basic  formula  of  (i)  decreasing  government  spending,'  (ii)  increasing 
government  revenues  without  increasing  taxes  and  (iii)  simultaneously  improving 
economic  efficiency  is  an  economic  hat  trick.  Indeed,  when  the  laws  of  politics  are 
replaced  by  the  laws  of  economics  in  a  commercially-related  activity,  society  as  a 
whole  will  always  benefit. 

When  the  privatized  entity  was  a  government  body  that  enjoyed  a  monopoly, 
consumers  benefit  through  enhanced  competition  that  usually  comes  along  with 


Mn  addition  to  reducing  current  spending  for  staffing  and  other  costs,  privatization  typically 
eliminates  the  accrual  of  additional  future  pension  obligations. 
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degovernmentalization.^  Those  benefits  are  multiplied  exponentially  if  the  former 
monopoly  loses  both  its  monopoly  and  the  power  to  regulate  others.  Often  the 
degovernmentalization  of  an  activity  can  lead  to  the  creation  of  an  entire  new  private 
industry  with  many  new  companies,  and  substantial  job  and  GDP  creation. 

In  most  cases,  the  entity  that  is  privatized  also  benefits  significantly. 
Inevitably,  traditional  government  agencies  operate  under  the  laws,  disciplines  and 
incentives  of  politics,  not  of  economics.  Government  agencies  rarely  face  sufficient 
sustained  budgetary  pressure  to  force  them  to  reengineer  for  efficiency,  and  as  a 
result  they  rarely  do  so  in  a  significant  way.  Most  current  government  agencies  could 
probably  cut  their  work  force  by  25-30%  and  actually  work  much  better  than  they  do 
now,  so  long  as  marginal  or  counterproductive  activities  were  eliminated  along  with 
reducing  staff. 

For  a  government  agency,  "success"  is  usually  measured  in  increases  in  its  staff 
and  budget.  The  perceived  power  of  an  agency  or  its  leadership  is  the  coin  of  the 
realm  for  political  entities  the  world  over,  not  its  level  of  efficiency  or  profitability. 
Instead  of  working  to  create  profitability,  efficiency,  or  shareholder  value,  the  leaders 
of  government  agencies  spend  much  of  their  time  working  with  others  involved  in  the 
political  process,  including  Congress,  the  White  House,  other  agencies,  and  the  media. 

If  reengineering  activities  to  consume  the  least  possible  resources  while 
producing  the  maximum  possible  output  is  not  financially  necessary  it  won't  generally 


^Though  "privatization"  is  the  most  commonly  used  term,  "degovernmentalization",  is  also  an 
accurate  term.  Indeed,  the  fact  that  this  process  is  at  its  core  one  that  transfers  activity  out  of  the 
hands  of  government  may  reflect  why  there  has  not  been  much  enthusiasm  for  this  concept  inside  the 
Washington  beltway. 
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get  done.  Not  only  does  such  action  run  counter  to  the  interests  of  an  agency's  staff, 
absent  clear  pressure  (and  lacking  any  incentive)  the  hard  choices  simply  won't  be 
made.' 

Once  privatized,  however,  the  incentives  and  the  disciplines  of  the  market  are 
what  really  count.  In  order  to  survive  without  Its  government  financial  support  and 
an  undemanding  shareholder,  an  agency  undergoing  privatization  typically  must  go 
through  a  significant  structural  transformation  to  equip  itself  for  economic 
competition.  This  process  often  takes  several  years  of  hard  work  and  creativity  to 
reshape  virtually  every  aspect  of  an  agency's  culture  and  operations,  including  its 
staffing,  compensation,  financial  and  accounting  controls,  technology  and  many  other 
issues. 

The  difficulty  of  completely  transforming  a  government  bureaucracy  into  a 
viable  private  company  should  not  be  underestimated.  This  is  an  endeavor  that 
requires  skill,  experience,  and  time,  coupled  with  a  strong  determination  to  pursue  the 
economic  goals  at  stake.*  Once  completed,  however,  such  a  transformation 
generally  produces  a  much  more  efficient,  and  hence  a  more  economically  valuable, 
entity. 


'in  sharp  contrast  to  the  world  of  government,  virtually  every  business  irom  the  smallest  to  the 
largest,  regularly  reviews  its  operations  to  seek  to  improve  efficiency  by  reducing  products  or  activities 
that  do  not  add  sufficient  value  or  by  cutting  expenses. 

*ln  the  case  of  BT,  the  reorganization  and  reengineering  efforts  took  roughly  four  years,  a  period 
generally  comparable  to  Germany's  current  program  to  privatize  Deutsche  Telekom.  Strong  political 
leadership  was  also  essential. 
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In  addition  to  greater  productivity,  privatization  gives  the  new  corporate  entity 
a  much  wider  array  of  capital  sources  as  alternatives  to  government  funding.  Other 
benefits  typically  include: 


Greater  flexibility  to  move  quickly  to  meet  market  needs  and  to  adjust 
operations  based  on  market  dynamics; 

The  ability  to  pay  market  levels  of  compensation  to  employees  and  to 
offer  managers  and  staff  equity-based  incentive  compensation;  and 

New  funds  for  long  term  capital  investment,  dictated  by  market  forces, 
but  freed  of  the  constraints  of  annual  government  budgeting. 


The  simple  genius  of  Prime  Minister  Thatcher's  formula  has  been  emulated  by 
countries  in  virtually  every  region  of  the  world.  Coopers  &  Lybrand  alone  worked  on 
more  than  1,100  privatization  assignments  in  over  67  countries  from  1992  through 
1994.*  While  many  of  these  engagements  have  been  small,  some  are  quite 
enormous.  At  the  current  time,  for  example,  we  are  working  actively  on  the 
privatization  of  Deutsche  Telekom  ("Telekom"),  the  state  telephone  and  cable 
television  company  of  Germany.  Telekom  has  more  than  230,000  employees,  annual 
revenues  of  nearly  $40  billion,  and  total  assets  of  more  than  $100  billion.  In  order  to 
carry  out  this  transaction,  Germany  has  amended  its  constitution,  as  well  as  enacting 
several  specific  statutes. 


Coopers  &  Lybrand  has  been  ranked  by  Privatisation  International  as  the  foremost  provider  of 
privatization  services  in  the  world  for  the  past  few  years.  See,  "Privatisation  Assignments  Undertalcen 
in  1993",  Vol.  66,  March  1994,  Privatisation  International. 
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Steps  in  Privatization  Process 

The  principal  steps  in  the  privatization  process  are  generally  (i)  "corporatizing" 
the  entity  --  that  is,  transforming  it  from  a  government  agency  into  a  corporate  form 
with  a  board  of  directors,  internal  capitalization  that  does  not  depend  completely  on 
government  appropriations,  (ii)  "marketizing"  the  entity  --  withdrawing  government- 
granted  monopolies  or  subsidies  that  the  entity  enjoys,  and  finally  (iii)  "privatizing"  the 
entity  ~  selling  it  to  shareholders  in  a  public  offering  of  stock  or  through  a  direct 
acquisition  by  a  single  buyer. 

Corporatization 

In  the  United  States,  unlike  many  other  countries,  many  of  our  federal 
enterprises  already  have  a  corporate  structure,  if  not  a  corporate  culture.  Entities 
such  as  the  United  States  Postal  Service,  the  Federal  Deposit  Insurance  Corporation, 
the  United  States  Enrichment  Corporation,  Federal  Crop  Insurance  Corporation, 
AMTRAK,  Student  Loan  Marketing  Association,  College  Construction  Loan  Insurance 
Association,  Export-Import  Bank  and  the  Corporation  for  Public  Broadcasting  already 
have  boards  of  directors,  balance  sheets  and  other  attributes  of  stand-alone 
corporations. 

The  major  differences,  of  course,  from  private  corporations  are  the  extent  to 
which  the  government  guarantees  their  activities,  subsidizes  losses  or  lines  of 
business,  appoints  members  of  their  boards,  or  restricts  their  operations.  As  long  as 
the  government  extends  explicit  or  implicit  credit  support  for  the  activities  of  these 
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"corporations,"  there  will  be  questions  as  to  the  discipline  that  the  management  of  the 
entity  has  to  maximize  efficiency  over  the  long  term,  how  well  and  quickly  they 
respond  to  changes  in  the  marketplace,  and  what  incentives  they  have  to  invest  in 
technology  or  R&D  for  future  improvements  in  performance. 

Other  government  activities  that  could  be  viable  private  enterprises  are  not  yet 
corporatized  --  for  example,  agency  activities  such  as  the  Federal  Aviation 
Administration,  U.S.  Information  Agency,  Federal  Housing  Finance  Board,  Farm  Credit 
Administration,  U.S.  Geological  Survey  and  the  National  Weather  Service.  My  fellow 
panelists  will  be  addressing  the  potential  for  privatization  of  some  of  these  entities. 

The  importance  of  the  "corporatization"  step  should  not  be  exaggerated.  The 
major  benefit  in  setting  up  a  corporate  structure  is  that  at  least  the  entity  is  forced  to 
act  somewhat  like  an  independent  entity,  rather  than  a  department  or  agency.  There 
is  a  net  income  number,  rather  than  an  appropriation,  for  which  the  management  must 
be  answerable.  Corporatization  is  the  first  step  on  the  road  to  privatization,  but  it  is 
a  small  step,  and  one  that  confers  only  limited  benefits  if  it  is  the  last  step. 

Marketization 

"Marketization"  is  the  process  by  which  a  wholly  or  partially  government-owned 
entity  is  plunged  into  the  competitive  marketplace.  Subsidies,  credit  guarantees  that 
allow  below-market  borrowing,  and  government  backstop  appropriations  to  make  up 
losses  are  just  a  few  of  the  advantages  that  some  government-owned  or  -controlled 
entities  enjoy. 
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This  assured  revenue  stream  and  the  absence  of  any  need  to  show  a  return  to 
Uncle  Sam  as  shareholder  lessens  the  pressure  on  management  to  excel  because  the 
normal  threats  of  bankruptcy,  takeover,  or  proxy  contests  to  replace  management  are 
largely  absent.  Increasing  the  exposure  of  the  company  to  the  marketplace  must  be 
coupled  with  reorganizing  its  operations  to  meet  market  challenges. 

Privatization 

The  final  stage  in  the  process  is  the  actual  sale  of  the  entity  to  the  public 
through  an  offering  of  stock.  Alternatively,  a  smaller  entity  can  be  sold  to  a  single 
buyer  through  an  auction  or  similar  process.  Other  countries  (most  notably  the  United 
Kingdom,  Japan,  France,  Chile,  Argentina,  New  Zealand,  Canada,  Italy,  and  Spain) 
have  sold  individual  companies  or  industries  to  the  public. 

The  U.S.  has  sold  companies  to  the  public  on  a  limited  scale  in  the  past.  For 
example,  the  Federal  National  Mortgage  Association  ("Fannie  Mae")  was  established 
in  1934  as  a  subsidiary  of  the  Reconstruction  Finance  Corporation.  In  1954  it  was 
restructured  as  a  part-government,  part-private  corporation.  In  1970  the 
transformation  to  private  ownership  was  completed  after  Congress  agreed  to  sell  the 
government's  remaining  interest.  Fannie  Mae  has  paid  off  its  long-term  debt  and 
repurchased  its  preferred  stock  that  the  government  held.®    Today,  Fannie  Mae's 


Fannie  Mae  is  a  case  of  a  company  that  has  been  privatized  without  being  fully  marketized. 
Because  its  securities  are  exempt  from  registration  with  the  SEC  and  due  to  other  factors,  the  market 
tends  to  view  Fannie  Mae  (and  other  'GSE's')  as  possessing  at  least  implicit  government  backing.  This 
enables  these  government  sponsored  enterprises  to  raise  funds  at  below  market  rates,  even  though 
their  equity  is  privately  owned.  Fannie  Mae's  market  capitalization  as  of  February  1995  was 
approximately  $17.8  billion. 
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stock  is  traded  on  the  New  York,  Midwest  and  Pacific  Stock  Exchanges.     Most 
importantly,  it  is  a  taxpayer  --  it  paid  more  than  $1  billion  in  federal  income  tax  in 
1994. 

II.   Outsourcing  --   Partial  Privatizations 

In  the  United  States,  privatization  has  been  occurring  primarily  at  the  state  and 
local  level,  and  typically  has  taken  the  form  of  outsourcing  services  or  functions  or 
selling  blocks  of  assets  rather  than  the  corporatization  and  stock  sale  of  an  entire 
organization.  These  outsourcing  transactions  can  have  a  very  large  cumulative  effect, 
and  should  rightly  be  considered  "partial  privatizations"  where  they  involve  significant 
portions  of  an  agency's  activities. 

An  obvious  barrier  to  the  growth  of  outsourcing  is  that  the  staff  of  government 
agencies  often  regards  any  form  of  degovernmentalization  as  fundamentally 
undesirable.  For  example.  Congress  as  part  of  one  of  the  recent  banking  statutes 
commissioned  the  FDIC  to  conduct  a  study  of  whether  it  was  possible  to  develop  a 
private  reinsurance  market  to  reduce  the  role  of  the  FDIC  in  the  banking  system.  One 
need  not  be  particularly  cynical  to  know  before  the  study  began  what  the  answer 
would  be,  though  perhaps  Congress  itself  was  only  going  through  the  motions. 
Certainly,  if  Congress  is  ever  serious  about  whether  or  not  it  is  feasible  to  privatize  a 
particular  function  or  activity,  the  bureaucracy  currently  engaged  in  the  activity  is 
probably  the  least  able  to  understand  (or  willing  to  believe)  what  alternatives  could  be 
constructed. 


554 

This  highlights  a  procedural  issue  that  is  actually  quite  important  to  progress  in 
the  "outsourcing"  or  partial  privatization  area.  Meaningful  guidance  as  to  whether  the 
private  sector  could  provide  a  particular  service  in  a  more  cost  effective  manner  must 
come  from  the  private  sector  itself.  However,  there  is  a  "chicken  and  the  egg" 
problem  of  how  to  determine  which  projects  to  pursue. 

If  Congress  passed  a  statute  firmly  mandating  that  the  Ex-lm  Bank,  the  SBA, 
the  Federal  Housing  Finance  Board  or  the  FDIC  would  be  privatized  within  a  certain 
time-frame,  numerous  investment  bankers,  potential  buyers,  institutional  investors  and 
others  would  study  how  the  agency's  business  could  be  restructured  in  order  to 
determine  whether  to  bid,  and  at  what  price.  However,  this  approach  means  that 
Congress  would  be  mandating  a  sale  without  knowing  whether  the  transaction  is 
feasible,^  or  what  price  might  be  expected. 

On  the  other  hand,  if  Congress  does  not  establish  a  firm  mandate  for  selling  an 
agency,  but  rather  waits  to  review  proposals  that  may  be  developed  by  others,  there 
are  not  likely  to  be  numerous  unsolicited  bids.  This  is  because  it  is  extremely 
expensive  (in  both  time  and  money)  to  work  out  how  an  agency  should  be 
restructured  to  be  competitive,  or  to  establish  a  value,  which  must  relate  to  future 
profit  expectations.  Few  private  firms  would  be  willing  to  make  such  an  investment 
to  develop  a  plan  to  privatize  something  if  there  is  not  any  meaningful  indication  that 
any  such  proposal  would  be  seriously  welcomed  or  utilized. 


^Feasibility  is  generally  not  a  large  threshold  issue  if  the  agency  is  already  in  corporate  form  and 
making  a  profit,  however  small.  If  the  agency  is  not  corporatized  or  is  losing  money,  feasibility  is  a 
bigger  threshold  question. 
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Thus,  Congress  can  make  a  material  contribution  by  establishing  a  process 
under  which  it  would  be  attractive  for  private  firms.and  individuals  to  help  identify  and 
prioritize  areas  for  privatization.  For  example,  legislation  could  be  adopted  that  would 
allow  a  company  to  make  a  bid  to  perform  a  specific  function.  When  a  bid  is  made, 
the  government  agency  could  be  required  to  respond  with  a  counterproposal  of  the 
costs  it  could  deliver.  Where  the  private  sector  firm  has  the  low  bid,  the  service 
should  be  awarded  to  the  firm  making  the  original  bid.  In  essence,  bidders  would 
have  the  certainty  of  knowing  that  their  investment  in  studying  how  to  make  a 
government  smaller  would  pay  a  return  unless  the  bureaucracy  would  offer  a  lower 
cost  for  the  service  --  a  normal  commercial  risk. 

III.    Privatization  Opportunities  in  the  U.S.  Financial  System 

The  federal  government  has  established  a  massive  presence  in  the  nation's 
financial  system,  both  as  a  regulator  and  by  conducting  a  variety  of  financing 
programs  in  various  forms.  This  is  particularly  pronounced  in  the  area  of  bank 
regulation,  though  it  is  true  to  a  lesser  degree  in  securities  and  commodities  regulation 
as  well.    Set  forth  below  is  a  chart  listing  the  staff  of  various  federal  entities: 
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Aaencv 

FY95  FTE 

Office  of  Comptroller  of  the  Currency 

3.859 

Office  of  Thrift  Supervision 

1,650 

FDIC 

11,026 

RTC 

302 

Federal  Reserve  (including  Federal 

26,009 

Reserve  Banks) 

National  Credit  Union  Administration 

944 

Securities  and  Exchange  Commission 

2,929 

CFTC 

545 

TOTAL  47,264 

Gross  outlays  of  these  agencies  exceed  $13  billion,  though  of  course  many  of 
these  agencies  have  significant  "income"  as  offsetting  collections.  While  it  is  certainly 
true  that  each  of  these  agencies,  as  well  as  other  financial  agencies  such  as  the  Small 
Business  Administration,  the  Federal  Housing  Finance  Board  and  the  Ex-lm  Bank, 
perform  an  important  function,  the  aggregate  size  of  the  government's  role  is 
awesome  both  in  absolute  numbers  and  in  comparison  to  other  countries. 
Switzerland,  for  example,  has  an  extraordinarily  sound  banking  system,  with  large  and 
profitable  global  banks.  Despite  the  size  and  importance  of  its  banking  system,  the 
total  staff  of  the  Swiss  regulatory  body,  the  Swiss  Bank  Commission,  numbers  fewer 
than  50  people. 

While  there  are  numerous  traditional  issues  such  as  Glass-Steagall  in  the 
financial  arena,  in  fact  one  of  the  most  important  issues  we  should  be  concerned  with 
is  finding  ways  to  reduce  the  size  and  cost  of  the  overall  federal  financial  regulatory 
complex.  We  need  to  find  ways  to  "reengineer"  our  system  to  get  the  important  jobs 
done  at  a  lower  cost.    Happily,  there  are  numerous  opportunities  to  do  just  that. 
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In  part,  this  should  be  accomplished  by  repealing  statutes  like  the  Community 
Reinvestment  Act  that  consume  regulatory  time  while  damaging  the  integrity  of  our 
financial  market  through  implicit  pressure  by  the  government  for  credit  allocation.  In 
other  areas  we  can  repeal  outmoded  and  obsolescent  requirements  of  existing  law, 
such  as  Section  1 6(b)  of  the  Securities  Exchange  Act  of  1 934.  Here  we  need  to 
prune  the  shrubbery,  not  uproot  the  entire  garden.  Nonetheless,  cut  we  should,  both 
for  the  budgetary  safety  of  the  country  and  our  taxpayers,  and  also  for  the  workability 
of  our  regulatory  system  that  is  deteriorating  from  gradual  obsolescence  in  the  face 
of  rapidly  moving  markets  and  technology. 

Though  these  and  other  changes  in  substantive  law  may  be  beyond  the  scope 
of  what  the  Committee  has  asked  me  to  discuss,  they  are  important  to  remember. 
Both  partial  privatization  and  outright  privatization  are  important  tools  for  reducing  the 
cost  of  government.  They  need  not  and  should  not  be  used  alone,  however,  as  there 
is  much  to  be  done  to  clean  out  statutory  requirements  that  are  outdated,  ineffective, 
unnecessary  or  outright  counterproductive. 

This  effort  should  be  one  of  our  highest  priorities.  Happily,  by  eliminating 
unnecessary  regulation  and  "rightsizing"  the  regulatory  bodies,  we  can  reduce  costs 
to  the  taxpayers  by  significant  amounts  while  actually  improving  safety  and 
soundness  of  our  system.  Switzerland  doesn't  have  a  weaker  banking  system  than 
the  U.S.,  it  simply  has  a  much  simpler  and  less  costly  regulatory  system.  To  that 
extent  its  banks  have  greater  earnings  because  there  is  less  wasted  regulatory 
overhead. 
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B.    Opportunities  for  Partial  Financial  Privatization. 

There  are  nnany  activities  within  the  financial  regulatory  agencies  that  could  be 
privatized,  even  though  the  relevant  agencies  would  remain  in  existence  and  continue 
to  perform  other  functions.    Examples  of  activities  that  could  be  privatized  include: 


1 .  Clearance  and  settlement  of  food  stamps  by  the  Federal 
Reserve. 

2.  Data  processing  by  all  financial  regulators. 

3.  Bank  examination  (performed  by  accounting  firms  under 
contract  to  regulators  in  numerous  countries). 

4.  Disposition  of  assets  of  failed  financial  institutions  and 
other  financial  assets  of  the  federal  government. 

5.  Management  of  financial  portfolios  (including  entitlement 
trust  funds). 

6.  Administration  of  benefit  payment  programs. 

7.  Long  term  financing  activities  on  behalf  of  corporate  end 
users  such  as  savings  and  loans,  banks,  credit  unions  or 
others. 

8.  Collection  and  dissemination  of  all  disclosure  documents 
required  by  the  SEC,  banking  agencies  or  other  bodies. 

9.  Review  of  prospectuses  and  other  financial  documents 
filed  with  the  SEC. 

10.  Credit  enhancement  programs  of  all  types. 


This  is  only  a  partial  list,  and  each  proposal  would  need  to  be  refined  more  fully. 
However,  federal  programs  in  each  of  these  areas  could  be  shifted  to  private  sector 
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entities,  with  a  considerable  reduction  in  government  spending,  downsizing  of  the 
federal  payroll  and  receipt  of  fee  income  or  tax  revenues  from  these  activities. 

C.   Opportunities  for  Full  Privatization 

Interestingly,  there  are  numerous  agencies  in  the  financial  field  that  could  be 
privatized  in  a  full  disposition  similar  to  the  classic  "British  Telecom"  model.  Each  of 
these  transactions  would  be  difficult,  and  numerous  practical  issues  would  have  to  be 
solved.  However,  this  is  true  in  all  privatization  transactions,  and  in  this  area  the  old 
adage  of  "if  there  is  a  will  there  is  a  way"  is  quite  accurate. 

Among  many  candidates  for  sale  into  the  private  market  are  the  Export-Import 
Bank,  the  Small  Business  Administration,  the  Federal  Housing  Finance  Board  and  the 
Federal  Deposit  Insurance  Corporation.  Due  to  constraints  of  time,  I  will  only  describe 
in  general  how  a  privatization  of  the  FDIC  could  be  accomplished. 

Privatizing  the  FDIC 

The  private  sector  has  been  providing  insurance  throughout  most  of  recorded 
human  history.  Thus,  with  3-4  millennia  of  experience,  it  is  important  to  understand 
that  there  is  nothing  intrinsically  governmental  in  providing  insurance  of  anything  to 
anyone.  Rather,  it  is  the  scale  of  the  risk  and  the  capital  needed  to  provide  for  that 
risk  that  triggers  the  necessity  for  government  involvement. 

Deposit  insurance  of  banks  began  at  a  traumatic  time  for  Americans,  and  over 
the  last  60  years  it  has  proven  a  highly  popular  program.  Unfortunately,  the  program 
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has  proven  too  popular,  and  has  expanded  far  beyond  anything  originally  intended  in 
its  scope  and  scale.  The  program  has  also  been  politicized  to  an  unhealthy  degree, 
with  decisions  regarding  the  level  of  coverage  and  the  pricing  of  coverage  being  made 
in  Congressional  committees  rather  than  in  the  marketplace." 

This  is  especially  dangerous  for  a  program  that  is  "on  budget",  as  there  may  be 
a  strong  temptation  to  impose  premiums  at  uneconomically  high  levels  in  order  to 
reduce  the  size  of  the  deficit.  In  other  words,  the  current  system  is  vulnerable  to 
"premiums"  becoming  "taxes".  In  addition,  the  current  system  has  proven  vulnerable 
in  the  past  to  being  used  as  a  competitive  tool  by  one  industry  segment  or  another, 
and  for  politicians  to  make  capricious  decisions  regarding  coverage  levels  motivated 
entirely  by  political  considerations. 

Privatizing  the  FDIC  would  involve  two  important  steps  to  "marketize"  its 
operations.  In  each  area  there  would  be  innumerable  options,  and  I  have  not 
attempted  to  address  all  the  highly  important  details  that  would  be  involved.  These 
areas  are:  (i)  reducing  coverage  levels  to  something  less  than  100%  coverage;  and  (ii) 
moving  the  FDIC  from  the  role  of  a  primary  insurer  to  the  role  of  a  reinsurer.^ 

1 .  Limiting  coverage.  Like  any  entitlement  o:  other  bargain  program,  reducing 
the  scope  of  deposit  insurance  has  always  been  contentious  and  has  never  been 
successful.  Since  1 934  coverage  has  always  expanded,  not  contracted.  Most  of  the 


^he  fact  that  private  insurance  companies  today  provide  re-insurance  coverage  for  bank  directors 
and  officers  liability  claims  demonstrates  that  private  insurers  will  underwrite  the  risk  of  bank  failures. 

^One  of  the  most  effective  things  Congress  could  do  to  help  facilitate  privatization  of  the  FDIC 
would  be  passage  of  the  Dodd-Domenici  legislation  or  H.R.  10  to  limit  sharply  frivolous  litigation  that 
is  often  filed  in  connection  with  bank  failures  or  asserted  securities  law  violations  by  banks. 
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debate  has  centered  around  the  maximum  amount  of  coverage,  such  as  whether  there 
should  be  $100,000  per  account,  per  depositor  or  per  family.  Various  commentators 
have  proposed  rolling  back  the  insured  amount  to  a  lower  cutoff  point.  All  of  these 
proposals  have  failed,  creating  an  impression  that  "politics  as  usual"  will  not  allow  any 
change  to  the  deposit  insurance  program. 

Rather  than  limiting  the  maximum  amount  of  coverage  (though  that  would  be 
desirable  as  a  government  program),  a  more  important  step  in  terms  of  facilitating 
privatization  would  be  to  reduce  the  present  100%  coverage  to  some  fraction,  such 
as  75%  coverage  from  the  first  dollar  deposited.  All  of  us  are  used  to  the  fact  that 
we  have  a  deductible  on  our  auto  or  homeowners  insurance,  and  for  good  reason.  A 
deductible  gives  the  insured  a  reason  to  exercise  prudence,  such  as  by  not  leaving  a 
shiny  new  car  running,  unlocked  and  unattended  in  Times  Square. 

Under  the  deposit  insurance  system  of  the  United  Kingdom,  75%  of  deposits 
are  insured  up  to  a  cutoff  amount,  but  not  100%.  The  depositor  must  take  some 
responsibility  for  whether  he  or  she  deposits  funds  in  a  weak  or  a  strong  institution. 
Clearly  there  is  a  tradeoff  between  risk  and  return  in  all  investments,  and  the  U.K. 
system  does  not  totally  immunize  the  depositor  from  caring  whether  or  not  the  bank 
is  safe. 

By  establishing  a  deductible,  the  "moral  hazard"  inherent  in  U.S.  deposit 
Insurance  would  be  mitigated.  The  program  would  not  act  as  a  direct  incentive  for 
depositors  to  place  their  funds  in  the  riskiest  banks  paying  the  highest  interest  rates. 
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While  this  would  be  good  in  and  of  itself,  the  more  important  purpose  of  limiting 
coverage  would  be  to  reduce  the  government's  monopoly  of  deposit  insurance. 

This  step  would  cr«ate  an  immediate  market  for  private  co-insurance  or 
supplemental  coverage,  both  for  the  25%  exposure  and  for  amounts  above  whatever 
cutoff  point  was  in  effect.  Private  companies  would  get  into  the  business  of 
underwriting  the  risk  of  bank  failures,  exactly  as  private  companies  now  underwrite 
potential  casualty  losses  such  as  a  hurricane  striking,  your  boat  sinking  or  your  house 
catching  fire. 

Once  private  insurers  entered  the  business  of  insuring  bank  deposits,  there 
would  be  competition  in  both  rates  and  underwriting  standards.  Risk  assessment 
capabilities  would  expand  as  multiple  judgments  regarding  underwriting  were  available 
to  the  market.  Of  course  bank  regulators  would  have  to  be  less  secretive  about 
financial  data,  and  it  would  be  desirable  for  them  To  abstain  from  capricious  bailouts 
and  other  unpredictable  actions  (now  against  the  law,  as  well  as  being  harmful  to 
market  disciplines). 

2.  Moving  to  reinsurance.  At  an  appropriate  interval  (e.g.  2  years),  the  FDIC 
would  be  required  to  abandon  the  business  of  primary  coverage.  Still  owned  by  the 
government,  the  FDIC  would  then  reinsure  a  similar  or  perhaps  slightly  lower 
percentage  of  risk  that  would  in  the  first  instance  be  underwritten  by  private 
insurers.^" 


10 


Once  the  FDIC  became  a  reinsurer,  it  would  in  turn  lay  off  some  of  the  risk  through  secondary 
private  reinsurance. 
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Each  private  primary  carrier  would  be  free  to  decline  coverage,  set  limits  and 
price  its  insurance  exactly  as  it  saw  fit.  The  FDIC  could  perhaps  provide  direct 
coverage  of  any  institution  denied  coverage  by  all  private  carriers  for  a  limited  time, 
such  as  1 2  months,  to  give  regulators  time  to  take  necessary  or  appropriate  corrective 
action. 

Once  the  FDIC  became  an  established  reinsurer,  with  private  risk  rating  and  co- 
insurance in  effect,  the  stock  of  the  FDIC  could  be  spun  off  through  a  sale  of  stock 
to  the  public  or  through  a  distribution  of  stock  to  the  banks  and  other  institutions  that 
paid  in  the  FDIC's  premiums  in  proportion  to  their  premium  payments."  The 
government  could  utilize  the  funds  in  the  existing  trust  fund  to  purchase  long  term 
debentures  of  the  new  corhpany,  so  that  it  would  be  capitalized  with  the  existing  pool 
funds,  or  it  could  allow  the  new  company  to  retain  these  funds  as  equity  rather  than 
debt  (presumably  altering  the  price  of  the  distribution). 

At  the  end  of  a  series  of  steps  over  a  four  or  five  year  period,  the  United  States 
could  have  reduced  federal  employment  by  more  than  1 2,000,  and  there  would  be  a 
new,  privately  owned  and  publicly-traded  (presumably)  reinsurance  corporation.  While 


A  conservative  rule  of  thumb  in  the  reinsurance  business  would  require  a  ratio  of  2.5  to  1  of 
premium  income  to  total  surplus.  By  this  standard,  $6  billion/year  in  deposit  insurance  premium  would 
translate  to  $2.4  billion  of  necessary  surplus.  Of  course,  the  privatized  FDIC's  premium  income  as  a 
reinsurer  would  presumably  be  less  than  its  current  premium  income  as  a  primary  insurer.  At  the  same 
time  its  risk  would  also  be  less  than  it  is  today. 

A  more  difficult  standard  to  satisfy  would  be  prevailing  norms  of  total  liabilities  to  surplus. 
However,  a  typical  ratio  of  3:1  in  liabilities  assumes  liabilities  for  actual  bank  failure  claims,  not 
aggregate  deposit  liabilities.  Part  of  the  process  of  privatizing  the  FOIC  would  be  to  use  market  forces 
to  limit  the  aggregate  risk  assumed  by  the  deposit  insurance  program,  while  still  providing  core 
coverage  to  depositors.  Nonetheless,  the  largest  payout  by  the  property  and  casualty  insurance 
industry,  more  than  $20  billion,  exceeds  the  largest  insurance  losses  ever  incurred  by  the  FDIC  by  a 
considerable  margin. 
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there  would  be  various  options,  the  newly  privatized  entity  could  still  retain  the  right 
to  borrow  from  the  Treasury  under  defined  terms  that  would  be  an  important 
assurance  to  the  market  regarding  the  ability  of  the  system  to  contain  any  problems. 

As  with  the  system  in  the  U.K.,  this  approach  would  continue  to  guarantee  that 
the  depositor  could  not  be  wiped  out  entirely  by  a  bank  failure,  but  it  would  not  hold 
the  depositor  completely  harmless  for  placing  his  or  her  money  with  a  bank  such  as 
BCCI.  Here  a  dose  of  responsibility  and  accountability  in  a  measured  amount  would 
help  restore  more  powerful  market  disciplines  for  banks,  which  would  allow  us  to 
reduce  the  scope  of  bureaucratic  disciplines  that  we  have  sought  to  use  in  their  place. 

Banks  would  have  more  choices  of  the  amount,  type  and  cost  of  insurance 
coverage  that  they  provide  to  their  customers,  and  decisions  on  such  matters  would 
be  made  in  the  private  market  rather  than  in  the  halls  of  Congress.  Perhaps  most 
importantly,  the  budget  of  the  United  States  would  have  one  more  taxpayer,  and  far 
fewer  government  employees  to  support. 

This  general  approach  to  a  fearsomely  complex  issue  is  intended  to  serve  as  an 
example  of  the  types  of  transactions  that  are  possible  if  we  would  like  to  reduce  the 
size  of  our  government  in  the  financial  arena.  It  is  not  the  easiest  potential 
transaction,  and  it  certainly  is  not  without  changes  in  the  way  we  traditionally 
approach  this  area.  However,  in  my  judgment  it  is  feasible,  and  it  would  have 
immense  long-run  non-budgetary  benefits  if  we  could  solve  the  real  problems  that 
would  need  to  be  addressed  along  the  way.  Just  possibly  we  might  find  that  private 
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markets  work  even  better  than  bureaucracy  in  the  world  of  insurance,  and  our 
resulting  system  would  be  more  flexible  and  more  efficient  than  occurs  today. 


Thank  You. 

Chairman  DOMENICI.  Senator  Frist? 

Senator  Frist.  Just  one  question.  In  your  testimony,  talking 
about  other  examples  of  activities  that  could  be  privatized,  and 
there  you  have  a  long  list.  Bank  examination,  are  other  countries 
doing  that? 

Mr.  Breeden.  Yes,  Senator,  though  I  do  not  want  to  appear  that 
I  am  suggesting  something  to  build  up  the  business  of  the  account- 
ing profession,  since  I  am  with  an  accounting  firm.  In  many  if  not 
most  other  countries  in  the  world,  that  is  exactly  how  bank  exam- 
ination is  handled. 

In  Germany,  for  example,  our  firm  actually  performs  the  exam- 
ination of  many  of  the  largest  German  banks.  We  report  the  results 
of  our  review  to  the  bank.  However,  we  report  first  to  the  bank  su- 
pervisory agency,  and  the  supervisor  has  the  ultimate  right  to  ap- 
point the  auditors  for  the  bank. 

So  they,  if  you  will,  have  outsourced  the  entire  bank  examination 
function.  That  happens  in  Switzerland,  in  the  United  Kingdom, 
and  in  many  other  countries. 

Senator  Frist.  And  the  role  of  government  there,  or  the  Federal 
aspect,  is  just  the  regulation?  Or,  are  they  not  involved  at  all? 

Mr.  Breeden.  Well,  the  government  in  those  countries  is  in- 
volved in  making  supervisory  decisions.  The  question  of  how  to 
handle  a  failing  bank,  once  you  know  it  is  failing,  for  example,  is 
something  that  the  government  would  be  involved  in.  Setting  limits 
to  risk  taking,  such  as  how  much  the  maximum  loan  to  capital 
might  be,  is  for  the  regulator  to  decide. 

But  the  business  of  going  into  the  bank  and  finding  out  how 
much  of  the  loan  portfolio  is  impaired  or  nonperforming,  and  what 
is  the  financial  condition,  that  is  already  being  done  by  private 
auditors.  We  do  it  a  second  time  in  this  country,  through  Govern- 
ment-staffed examination  teams,  and  many  other  countries  simply 
do  it  once.  The  key  difference  there  is,  they  don't  just  take  the  re- 
port of  the  accountants  selected  by  the  bank.  The  regulator  partici- 
pates in  the  selection  of  the  auditors  and  has  very  stringent  cri- 
teria for  who  can  perform  this  function,  in  essence,  under  contract 
to  the  regulator. 

Senator  Frist.  And  in  your  written  testimony  as  well,  you  talk 
about  the  corporatization  and  the  marketization.  Is  the 
corporatization  a  first  step  to  privatization? 

Mr.  Breeden.  Yes;  it  is  not  possible  to  privatize  entirely,  to  sell 
into  private  ownership,  an  entity  that  is  not  in  corporate  form.  I 
suppose  you  could  create  something  in  partnership  form,  but  essen- 
tially, the  first  step  on  the  road  is  to  create  a  corporate  entity. 

Now  the  FDIC,  for  example,  is  already  a  corporation.  The  United 
States  Enrichment  Corporation — there  are  a  number  of  examples 
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where  it  is  in  corporate  form,  but  the  100  percent  stockholder  is  the 
U.S.  Government. 

In  other  cases  the  Government  activity  is  part  of  a  Government 
agency  that  is  not  in  corporate  form.  In  such  a  case  the  activities 
to  be  sold  must  first  be  restructured  into  a  Government-owned  Cor- 
poration. This  sequence  of  corpotatization  followed  directly  by  pri- 
vatization is  the  process  that  is  currently  being  used  in  the  Deut- 
sche Telekom  transaction,  that  is  proceeding  right  now  in  German. 
Indeed,  Deutsche  Telekom  is  an  interesting  example.  Germany  was 
required  to  amend  its  constitution  in  order  to  carry  out  this  privat- 
ization. 

Unlike  the  sad  inability,  if  I  might  express  my  personal  views, 
of  the  Senate  of  the  United  States  to  ratify  the  Balanced  Budget 
Amendment,  in  Germany  they  are  willing  to,  where  necessary, 
amend  the  constitution  to  allow  that  specific  transaction  to  occur. 
This  is  because  they  have  seen  the  powerful  benefits  that  other 
countries  have  realized  by  privatizing  activities  that  are  govern- 
ment monopolies. 

So  the  first  step  in  Deutsche  Telekom  was  to  create  a  corporate 
entity,  bring  the  company  out  of  the  ministry  that  it  was  then  in, 
and  it  is  currently  in  corporate  form.  The  second  step  is  to 
marketize  it,  get  it  subject  to  market  disciplines;  and  the  third 
step,  the  final  step  in  the  chain,  is  the  actual  sale  of  stock  to  the 
public. 

Senator  Frist.  Thank  you,  Mr.  Chairman. 

Chairman  DoMENici.  Thank  you.  Senator  Frist. 

Senator  Grassley? 

Senator  Grassley.  First,  Mr.  Chairman,  I  have  a  long  statement 
I  would  like  to  put  in  the  record. 

Chairman  DOMENICI.  It  will  be  made  a  part  of  the  record. 

[The  prepared  statement  of  Senator  Grassley  follows:] 

Opening  Statement  of  Senator  Charles  E.  Grassley 

Mr.  Chairman,  much  of  what  we  do  on  this  committee  this  year  is  to  ask  fun- 
damental, necessary  and  long-overdue  questions  about  what  government  does,  can 
do,  and  should  do. 

This  issue  of  privatizing  is  a  big  part  of  the  equation.  It's  an  issue  about 
optimising  the  sizes  of  the  public  versus  private  sectors.  But  in  my  view,  there's  a 
good  side  and  a  bad  side  to  the  privatizing  issue. 

The  good  side  deals  mainly  with  the  benefits  of  free  markets  economics  coming 
to  bear  on  the  activity  in  question.  Most  of  us  who  want  smaller,  more  effective  gov- 
ernment should  look  favorably  on  privatizing  in  general.  There  are  many  opportuni- 
ties out  there  to  shift  decision-making  to  the  citizenry. 

To  take  advantage  of  the  opportunity,  it  seems  to  me  we  have  to  develop  a  process 
for  encouraging  and  accommodating  ideas  on  privatization.  We  also  need  a  rigorous 
process  for  setting  criteria  and  for  implementing  the  ideas  in  a  credible  way.  In  my 
view,  we're  a  long  way  from  that.  The  key  word,  here,  is  credibility. 

The  bad  side  has  to  do  with  approaching  privatizing  in  the  wrong  way.  And  what 
I  mean  by  that  is  looking  at  privatizing  strictly  as  a  bunch  of  asset  sales  that  can 
lower  the  deficit.  The  wrong  thing  to  do  is  look  at  this  as  a  budget  issue. 

In  the  early  1980s,  when  I  was  a  new  member  of  this  committee,  I  remember  us 
viewing  privatizing  as  mainly  the  sale  of  assets.  We  looked  at  asset  sales  as  a  magic 
bullet  to  show  deficit  reduction.  We  saw  illusions  of  tens  of  billions  of  dollars  of  defi- 
cit reduction  from  the  sale  and  privatizing  of  some  of  the  very  assets  we  will  con- 
sider all  over  again  this  year.  Wnen  the  smoke  had  cleared,  though,  the  only  asset 
that  ever  got  sold  was  ConRail — for  $3  billion.  And  that's  only  after  we  invested  lots 
of  money  each  year.  After  that,  it  took  ConRail  5  years  to  turn  a  profit.  By  the  way, 
we  also  got  less  for  the  Treasury  than  we  thought  we  would. 
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In  the  case  of  the  Naval  Petroleum  Reserve,  the  savings  estimates  I  have  seen 
seem  grossly  exaggerated.  For  example,  one  estimate  says  savings  would  total  $1.6 
billion.  But  private  sector  investors  and  advisors  who  have  looked  at  the  Reserve 
have  said  they  have  no  idea  what  the  value  is  or  what  it  would  sell  for.  No  private 
company  would  want  to  buy  the  NPR  right  now  without  major  public  investment 
first,  over  a  substantial  period  of  time.  In  essence,  according  to  some  experts,  you'd 
have  to  make  the  NPR  into  a  corporation,  run  it  as  a  business  for  a  few  years,  make 
investments  and  improvements,  and  then  see  if  an  oil  company  was  willing  to  buy 
it.  That's  the  reality. 

Mr.  Chairman,  I  know  the  Budget  Act  now  prohibits  the  scoring  of  assets  for  defi- 
cit reduction  purposes.  But  I  hope  that  before  we  think  about  changing  that — if  we 
intend  to  do  that — that  we  first  know  what  we're  getting  into.  We  need  a  process 
to  examine  these  activities  with  credibility.  We  need  criteria  for  decision-making. 
And,  not  least  important,  we  need  realistic  savings  estimates.  The  more  we  hype 
the  savings  estimate,  the  more  we're  tempted  to  make  a  decision  to  privatize  per- 
haps for  the  wrong  reason. 

Each  target  of  privatization  is  unique.  You  need  to  look  at  each  case  differently 
because  each  has  unique  circumstances — economic,  legal,  perhaps  constitutional. 
Many  of  the  items  are  full  of  legal  land  mines.  The  last  thing  we  want  is  a  repeat 
of  the  ConRail  sale  where,  for  the  longest  time,  the  lawyers  made  out  like  bandits, 
rather  than  the  taxpayers. 

To  get  back  to  my  main  point,  privatizing  should  be  much  more  than  just  the  sale 
of  assets  for  budget  reduction  purposes.  We  should  look  at  ways  to  "marketize" 
many  functions  of  government  because  we  want  the  efficiency  of  the  market  to  come 
to  bear  on  the  delivery  of  goods  and  services;  and,  because  we  want  a  smaller,  more 
efficient  government. 

I  believe  our  distinguished  witnesses  today  have  many  such  ideas  and  insights. 
And  hopefully  cautions  as  well.  I  look  forward  to  what  they  have  to  say,  Mr.  Chair- 
man, and  I  would  commend  you  and  your  leadership  in  holding  this  hearing. 

Senator  Grassley.  I  want  to  apologize  to  everybody  who  has  spo- 
ken so  far,  because  I  haven't  been  able  to  participate  because  I 
have  been  in  a  mark-up  on  Regulatory  Reform  and  the  Moratorium 
on  Governmental  Affairs. 

I  think  that  all  of  these  issues  on  making  Government  smaller 
and  more  effective  are  very  important  issues  for  us  to  be  dealing 
with  when  we  talk  about  the  budget  problems  we  have  and,  of 
course,  privatizing  is  a  key  option. 

As  a  member  of  both  the  Budget  Committee  and  the  Govern- 
mental Affairs  Committee,  I  will  be  in  the  middle  of  this  issue  pret- 
ty big.  But  I  want  to  make  clear,  particularly  to  the  members  of 
the  committee,  more  so  than  you,  Mr.  Breeden,  that  I  don't  view 
this  as  a  budget  issue  alone. 

In  fact,  I  think  there  are  some  dangers,  if  you  look  at  it  as  just 
a  budget  issue.  Because  when  we  look  at  privatizing  some  Govern- 
ment functions,  we  usually  assigned  grossly  over-estimated  savings 
for  deficit  reduction  and  that  might  tempt  us  to  rush  to  privatize 
something  and  do  it  for  the  wrong  reason. 

So  my  questions  are  a  way  of  indicating  my  main  concern,  and 
that  is  that  we  be  very  careful  and  know  what  we  are  doing.  We 
need  to  know  the  realities,  and  the  last  thing  we  want  to  do — I 
don't  know  if  this  is  the  last  thing  we  privatized  or  not — but  I  re- 
member ConRail.  I  remember  it  as  one  where  we  had  so  many 
legal  implications  with  it,  it  seemed  to  me  that  the  lawyers  made 
out  better  than  the  taxpayers  did  for  several  years. 

I  think  we  did  get  a  lot  less  from  ConRail  than  what  we  had  ex- 
pected to  get. 

My  first  question,  and  I  only  have  three,  would  be:  What  criteria 
you  would  suggest  that  the  executive  branch  and  Congress  should 
use  when  we  decide  to  or  not  to  privatize? 
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And  maybe  a  second  question  in  conjunction  with  it,  because  I 
would  like  to  have  some  ideas  from  you  of  a  category  of  things  that 
maybe  should  not  be  privatized. 

Mr.  Breeden.  Well,  thank  you,  Senator.  The  first  one  is,  I  think, 
simpler  in  my  personal  view  than  the  second,  though  they  are  actu- 
ally flip  sides  of  the  same  coin. 

In  part,  this  is  a  matter  of  philosophy.  It  is  my  own  view  that, 
in  general,  absolutely  nothing  should  be  done  by  the  Federal  Gov- 
ernment that  can  be  done  somewhere  else.  Unless  the  doing  it 
somewhere  else  will  result  in  a  level  of  performance  or  a  cost  that 
is  vastly  disproportionate  or  is  unable  to  achieve  certain  key  func- 
tions. 

So  for  example,  it  is  difficult  to  conceive  hiring  Pinkertons  or  a 
private  guard  agency  to  run  the  Strategic  Air  Command,  because 
there  are  certain  decisions  regarding  the  use  of  nuclear  weapons 
that  are  inherently  public  in  nature.  The  awesome  responsibility 
that  is  involved  in  that  decision  should  continue  to  rest  in  the 
hands  of  the  elected  Government.  The  same  is  true  with  respect  to 
the  Government's  prosecutorial  functions. 

On  the  other  hand,  any  time  you  are  dealing  with  the  sale  of  a 
product  or  the  delivery  of  a  service  that  is  any  way  related  to  prod- 
ucts and  services  that  are  sold  by  the  private  sector,  then  you  get 
into  areas  where  the  government-run  entities  will  be  inherently 
less  efficient  and  ultimately  more  costly  to  the  public. 

Given  the  record  of  the  last  few  decades,  I  think  we  are  not  in 
too  much  danger  of  rushing  to  do  too  much  privatization.  We  are 
not  doing  any  privatization. 

And  what  has  been  quite  striking  is  that,  as  I  mentioned,  my 
own  firm,  in  the  last  3  years  alone,  has  done  privatization  trans- 
actions in  67  different  countries.  This  is  not  something  that  is  an 
idea  that  one  or  two  governments  around  the  world  are  following, 
this  is  something  that  is  in  widespread  use  on  every  continent  on 
the  planet  Earth. 

Because  governments  ranging  from  the  left  to  the  right,  what- 
ever their  political  persuasion — and  it  really  isn't  a  matter  of  ideol- 
ogy, thought  it  might  have  been  at  the  start  when  Maggie  Thatcher 
kicked  it  off — but  the  fact  is  that  the  results  have  spoken,  loud  and 
clear. 

And  governments  who  sit  and  look  at  the  results  have  concluded 
that  this  is  a  formula  that  makes  good  public  policy  sense,  is  good 
for  their  countries. 

So  I  would  say  that  we  need  to  be  bold,  that  we  need  to  be  force- 
ful and,  I  might  add,  that  an  essential  element  in  all  of  this  is  a 
policy  decision. 

It  took  4  years  for  British  Telecom  from  start  to  finish  to  be 
privatized.  Ajid  if  they  hadn't  had,  if  that  transaction  hadn't  had 
the  strong  backing  of  the  British  Cabinet,  if  there  hadn't  been  a  po- 
litical decision  taken  that  this  is  something  the  country  needed  to 
do,  well  then,  along  the  way,  people  would  have  found  lots  of  ex- 
cuses and  reasons  why  not  to  go  forward  in  solving  the  tough  is- 
sues that  are  there. 

I  wouldn't  want  anyone  to  mislead  you.  To  take  an  entity  that 
runs  on  the  laws  of  politics  and  turn  it  into  a  company  that  makes 
money  and  doesn't  go  bankrupt,  is  not  a  simple  thing.  There  is  a 
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lot  of  work  to  be  done.  Telecom  will  have  taken  us  the  best  end  of 
4  years,  3  to  4  years,  by  the  time  that  transaction  is  done. 

Many  of  the  large  transactions  have  horizons  of  3  to  4  years.  And 
I  think  you  are  quite  correct,  you  have  to  be  very  careful  in  how 
you  structure,  organize,  and  carry  out  a  transaction  to  both  maxi- 
mize the  value  you  receive  on  sale,  but  also  to  maximize  the  health 
of  the  institution  once  it  is  cast  loose  from  the  Government. 

In  terms  of,  in  the  financial  area,  are  there  some  things  that  we 
shouldn't  privatize?  I  would  say,  absolutely,  that  is  the  case. 

When  you  think  of  the  responsibilities  of  the  Federal  Reserve,  for 
example,  in  setting  monetary  policy  and  in  making  discretionary 
judgments  about  the  use  of  the  discount  window,  the  lender-of-last- 
resort  function,  I  think  those  are  functions  that  are  intrinsically 
and  inherently  the  role  of  the  Federal  Reserve  and  should  remain 
so. 

I  think  the  business  of  setting  disclosure  standards  that  the  SEC 
performs,  though  not  collecting  the  documents  or  even  reviewing 
them,  but  the  business  of  setting  the  standards  so  there  is  a  level 
playing  field  for  all  the  public  companies  is  something  that  is  bene- 
ficially done  in  the  Government. 

I  think  various  forms  of  liquidity  assistance,  to  make  sure  that 
institutions  who  find  themselves  in  a  short-term  liquidity  squeeze 
have  access  to  financing  capacity,  may  be  something  that  is  done 
well  by  the  Government. 

But  when  you  look  across  this  immense  complex  that  we  have 
created  for  financial  regulation  and  the  intense  pressure  for  self- 
perpetuation  and  growth  of  that  complex,  it  is  quite  clear  that 
there  is  plenty  of  room  to  cut.  And  part  of  this  is  closely  tied  in 
to  the  subject  that  you  just  came  from,  the  issue  of  regulatory  re- 
form. 

I  know,  when  I  was  at  the  SEC,  we  were  worried  about  trying 
to  increase  our  staff  to  keep  up  with  increases  in  the  volume  of 
market  transactions.  At  the  same  time,  I  always  felt  that  we  could 
cut  about  25  percent  out  of  the  budget  and  the  staffing  levels  if  we 
had  the  right  to  stop  doing  things  that  didn't  really  need  to  be 
done. 

What  you  couldn't  do  was  to  say:  Well,  we  are  going  to  cut  the 
people,  but  we  are  going  to  leave  all  these  mandates  on  the  books. 
And  my  job  of  carrying  out  the  laws  was  something  that:  Fine,  if 
that  is  the  law  of  the  land,  then  we  need  to  carry  out  our  respon- 
sibilities. 

But  if  only  people  had  been  able  to  sit  down  and  say:  Let's  marry 
up  both  the  substantive  law  and  the  budget  side,  and  say,  great, 
can  we  do  this  job  of  protecting  investors — which  is  still  very  im- 
portant— but  can  we  do  it  at  less  cost  to  the  market? 

And  clearly,  the  answer  to  that  was  yes.  There  would  have  been 
a  dozen  or  more  ways  to  embark  on  doing  it,  but  the  system  really 
wasn't  geared  to  be  ready  to  talk  about  those  issues,  and  hopefiilly, 
now  it  is. 

Senator  Grassley.  Thank  you,  Mr.  Chairman. 

Chairman  Domenici.  Thank  you  very  much.  I  first  wanted  to 
note,  Mr.  Breeden,  that  Mr.  Ely  was  here.  Mr.  Ely,  would  you  put 
up  your  hand? 
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Mr.  Ely  also  has  a  proposal  with  reference  to  privatizing  the 
FDIC.  We  have  met  with  him.  I  hope  you  will  be  willing  to  answer 
some  written  questions  about  your  ideas  as  compared  with  his.  It 
is  difficult  to  meet,  so  we  can  submit  them  in  writing  to  the  com- 
mittee for  a  comparison  of  ideas  from  both  of  you. 

Mr.  Breeden.  I  would  be  delighted  to,  Mr  Chairman, 

Chairman  Domenici.  I  just  wonder,  with  reference  to  the  audit- 
ing aspects  of  both  the  FDIC  and  others  that  are  in  charge  of  our 
banking  system.  Auditors  go  out  and  see  whether  a  bank  is  doing 
things  right. 

You  said  it  is  being  done  by  contract  and  through  private  ap- 
proaches in  other  countries.  It  sounds  very  simple  to  me  and  I  am 
wondering  why  we  haven't  already  done  it  here. 

But  I  wonder,  in  our  litigious  society,  whether  there  wouldn't  be 
right  up  front  a  threshold  of  liability  that  doesn't  exist  elsewhere. 
Might  that  threshold  burden  and  infringe  on  this  notion  that  you 
have? 

You  know,  all  you  need  is  one  bank  failure  by  a  bank  that  is  au- 
dited by  your  firm  and  then  every  single  firm  similar  to  yours 
would  be  subject  to  buying  enormous  insurance  because  they  would 
get  sued. 

Would  you  comment  on  that,  just  from  the  standpoint  of  your 
own  thinking? 

Mr.  Breeden.  Well  sadly,  Mr.  Chairman,  we  are  already  sued  by 
almost  everybody  in  sight  and  have  to  spend  a  considerable  portion 
of  our  revenues  on  insurance  and  paying  claims. 

I  think  most  of  my  partners  and  other  members  of  the  public  ac- 
counting profession  believe  that  where  an  auditing  firm  has  genu- 
inely blown  an  audit  and  participated  in  working  a  fraud  on  the 
public,  that  there  should  be  some  accountability.  No  one  seeks  to 
avoid  that,  but  many  of  the  ideas  I  suggested,  not  just  the  contract- 
ing out  the  examination,  would  be  much  more  feasible  and  could 
be  conducted  at  a  higher  return  to  the  public  if  we  are  successful 
in  limiting  the  scourge — that  is  about  all  you  can  call  it,  the 
plague — of  excessive  litigation  in  this  country. 

I  think  the  passage  of  the  Domenici-Dodd  legislation  in  the  Sen- 
ate, or  H.R.  10,  as  it  exists  in  the  House,  would  both  be  superb 
steps  to  helping  to  control  unseen  costs  that  are  built  into  both  the 
Government's  cost  of  doing  business  and  the  private  sector's,  most 
importantly,  in  ways  that  we  don't  see. 

But  there  is  a  very  large  litigation  tax  that  the  American  public 
pays,  each  and  every  day,  for  every  kind  of  product  and  service 
that  they  buy,  including  but  not  limited  to  accounting  services.  I 
started  talking  about  this  problem  4  years  ago,  back  in  1991,  and 
I  know  that  you  and  I,  when  I  was  at  the  Commission,  had  a 
chance  to  address  and  work  on  topics  such  as  proportional  liability 
in  cases  where  the  joint  and  several  is  being  exploited.  Under  cur- 
rent law,  is  being  exploited  to  extort  settlements  from  people  that 
reflect  no  liability,  but  simply  a  "deep  pockets"  theory.  So,  I  think 
that  would  be  a  terribly  important  step  that  would  contribute  to 
this  overall  area. 

Assuming  there  is  some  progress  in  that  area,  I  think  you  could 
contract  out  the  examination.  Even  if  there  was  not,  you  prob- 
ably— by  contract — the  Federal  agencies  could  indemnify  the  firms 
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that  they  used.  But  you  are  correct  that  in  other  countries,  the 
magnitude  of  that  exposure  is  nowhere  near  as  great  as  it  is  here. 

Chairman  DOMENICI.  I  have  a  number  of  questions  that  we  are 
going  to  get  to  you,  but  I  don't  beheve  that  I  am  going  to  ask  them, 
now,  because  it  is  getting  close  to  the  time  when  I  have  to  be  else- 
where. 

I  want  to  thank  you  for  your  efforts  to  get  here  and  for  your  con- 
tribution. And  might  I  ask,  since  we  have  a  great  deal  of  confidence 
in  your  thinking  in  this  area,  would  you  mind  if  we  continue  to  be 
in  touch  with  you  through  our  staff  for  the  next  5,  6  weeks,  as  we 
try  to  put  some  kind  of  package  together? 

Mr.  Breeden.  Well,  Mr.  Chairman,  thank  you  for  your  kind 
words.  I  would  be  delighted  to  be  of  service  and  help  in  any  way 
that  I  can. 

Chairman  DOMENICI.  Let  me  ask,  with  reference  to  the  huge 
number  of  employees  that  you  told  us  have  now  accumulated  in  the 
FDIC  and/or  related  agencies? 

Mr.  Breeden.  All  the  Federal  financial  agencies. 

Chairman  Domenici.  Do  you  have  a  notion  as  to  how  much  it 
might  be  reduced  if  we  were  to  start  another  approach  by  way  of 
private  contracting? 

Mr.  Breeden.  In  Switzerland,  as  I  mentioned,  they  perform  bank 
regulation  with  less  than  50  employees. 

Germany's  bank  regulator  has  480  employees,  300  of  whom  are 
in  bank  supervision.  The  Bank  of  England  has  something  under 
500  supervisory  employees. 

My  colleagues  at  the  Ministry  of  Finemce  in  Japan  for  securities 
regulation  had  137  employees,  compared  to  the  2,900  at  the  SEC. 

The  regulator  of  securities  in  the  London  market  had  80  employ- 
ees, compared  to  our  2,800  or  so. 

So,  I  hope  those  give  you  an  idea  of  the  magnitude  of  the  poten- 
tial savings.  Now,  there  should  be  a  cautionary  note,  here.  Our 
markets  are  much  bigger  than  some  of  these  other  countries.  If  you 
adjusted  for  the  larger  number  of  banks  in  the  United  States,  then 
the  Swiss  number  might  be  1,000  instead  of  50. 

The  SEC,  I  think,  does  a  better  job  than  its  counterpart  agencies 
in  some  other  countries.  And  so,  having  2,800  people  instead  of  100 
or  200  is  not  always  to  the  expense.  The  country  benefits  from  hav- 
ing sound,  liquid,  efficient  capital  markets  that  can  raise  capital  for 
companies  at  attractive  rates. 

But  I  have  no  question  that  we  could  cut  25  to  40  percent  out 
of  these  agencies  and,  ironically,  they  would  work  better  than  they 
work  today,  in  my  opinion. 

Chairman  Domenici.  Let  me  just  follow  up  on  that.  I  am  not 
sure  how  it  fits.  The  scourge  out  there,  if  you  go  talk  to  small  busi- 
ness people,  is  the  Federal  regulations  and  the  Federal  regulators, 
themselves,  the  bureaucracy  that  implements  EPA,  that  imple- 
ments OSHA,  that  implements  IRS. 

And  in  your  business,  when  you  speak  of  the  citizens  as  cus- 
tomers, and  they  ought  to  be  spoken  of  as  citizen-customers,  there 
is  a  huge  customer  dissatisfaction,  not  only  from  the  unfairness  but 
from  the  treatment,  the  arbitrariness.  They  believe  that  the  system 
works  like  this:  "well,  it  doesn't  matter  if  they  are  wrong,  we  get 
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stuck;  if  we  are  wrong,  we  get  stuck;  but  they  don't  ever  get  stuck 
in  the  bureaucracy  for  making  mistakes." 

Is  it  possible  that  we  might  explore  some  kind  of  pilot  project  of 
privatizing  regulatory  implementation  by  one  of  these  major  agen- 
cies and  see  how  customer  satisfaction  responds? 

Mr.  Breeden.  Mr.  Chairman,  I  think  that  would  be  a  superb 
idea,  with  one  caveat  that  I  will  mention. 

One  of  the  striking  things  about  this  whole  area — particularly 
when  I  serve  as  Chairman  of  our  Global  Financial  Services  Prac- 
tice, so  I  routinely  work  with  companies  in  Europe  and  in  Asia  who 
operate  under  systems  different  from  our  own — when  you  focus  on 
issues  and  this  debate  endlessly  within  the  parameters  of  the  way 
we  have  done  things  in  Washington  for  many,  many  years,  people 
get  used  to  the  idea  that  that  is  the  only  way  you  could  do  some- 
thing. 

And  one  of  the  best  ways  of  helping  open  people's  minds  a  little 
bit  is  to  pick  an  area  and  simply  mandate  that  we  try  it  differently. 
And  if  it  doesn't  work  too  well,  well,  the  world  won't  end.  We  will 
have  learned  something,  but  if  it  does,  just  possibly  does  work  well, 
then  perhaps  it  would  give  us  greater  confidence  to  take  some  bold- 
er steps. 

One  of  the  problems  with  pilot  projects,  and  there  was,  in  bank- 
ing legislation  in  the  past,  a  few  years  ago,  a  mandated  study  of 
doing  a  pilot  project  of  using  private  reinsurance  for  the  FDIC. 
Now,  they  proposed  doing  it  exactly  the  opposite  of  the  way  I  have 
suggested,  and  the  FDIC  was  still  going  to  be  the  monopoly  pro- 
vider of  primary  coverage,  but  then  the  private  sector  would  get  to 
share  in  their  mistakes. 

By  reinsuring  what  the  bureaucracy  did  or  didn't  do,  and  put 
aside  whether  or  not  the  private  sector  would  see  that  as  a  very 
attractive  offer,  which  I  have  my  doubts  about,  as  opposed  to  the 
other  way  around.  I  have  suggested,  let  the  private  sector  get  out 
there,  make  the  decisions  on  coverage  and  underwriting  and  pre- 
mium levels  and  let  the  Government  help  pick  up  the  mistakes,  if 
you  will.  Help  provide  a  pool  that  can  stand  behind  those  private 
decisions. 

But  at  any  rate,  in  this  pilot  project  that  was  proposed  in  the  leg- 
islation, it  was  the  FDIC  that  was  given  the  job  of  writing  a  report 
to  Congress  of,  well,  is  this  feasible? 

Now  if  the  transaction  that  I  have  suggested  is  possible  were  to 
occur,  there  are  at  least  12,000  people  at  the  FDIC  who  would 
cease  to  become  Federal  employees.  I  actually  think,  over  the  long 
run,  that  they  would  probably  all  do  better  because  if  you  look  at 
people  who  were  once  employees  of  Fannie  Mae,  when  it  was  part 
of  the  Government,  or  Freddie  Mac,  if  you  were  to  find  some  of 
those  same  people  today  who  are  still  with  those  companies,  they 
probably  earn  more  and  are  happier.  But  nonetheless,  you  are  talk- 
ing about  transactions,  the  net  effect  of  which  threatens  jobs  in  the 
bureaucracy  and  threatens  the  structure  of  political  power  in  this 
town. 

So,  if  you  give  those  people  the  job  of  saying:  Is  there  a  pilot 
project  here  to  be  done?  We  might  as  well  save  the  effort,  because 
the  answer  that  is  going  to  come  back  is  no,  both  from  a  standpoint 
of  kind  an  inherent  attitude  and  approach,  but  also  from  the  per- 
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spective  that  if  you  have  only  done  something  one  way,  you  have 
only  had  a  monopoly  by  the  Government  of  a  particular  activity,  it 
is  very  difficult  for  you  to  be  able  to  conceive  how  it  is  done  in 
other  places  where  they  don't  have  that  monopoly. 

So,  I  would  suggest  that  some  pilot  projects  would  be  a  great 
idea,  some  demonstrations,  for  somebody  in  the  Congress  to  do  as 
Maggie  Thatcher  did  and  simply  mandate  that  something  be  done 
on  a  particular  schedule,  and  see  how  it  works.  But  if  that  can  only 
be  done  in  a  process  driven  by  the  existing  bureaucracy,  then  I 
think  the  pace  of  progress  will  be  slow,  indeed. 

Chairman  Domenici.  I  have  no  further  questions. 

We  stand  in  recess  until  the  call  of  the  Chair. 

Thank  you  very  much. 

[Whereupon,  at  11:54  a.m.,  the  committee  adjourned  until  the 
call  of  the  Chair.] 
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WRITTEN  QUESTIONS  FROM  SENATOR  DOMENICI  TO  MR  POOLE  AND 

THE  RESPONSES 


1.  S^uld  the  federal  government  condnue  to  purchase  land? 

No.  The  government  cannot  afford  proper  stewardship  of  all  the  lands  it  currently  owns. 

2.  Should  the  federal  gayemment  divest  prtrperties  which  have  no  national  sign^kance? 
Yes.  My  testimony  suggested  that  the  place  to  start  is  with  those  lands  whose  current  main  use 
is  comraercial-specifically,  U.S.  Forest  Service  lands  currently  used  for  commercial  timber  and 
Bureau  of  Land  Management  lands  currendy  used  for  grazing. 

3.  Should  the  federal  government  sell  the  Presidio  in  California? 

Yes.  When  the  closing  of  the  Presidio  was  first  announced  in  1989,  local  real  estate  experts 
indicated  that  this  property  would  be  worth  up  to  $50  bUlioa  if  commercially  devdoped.  Based 
on  California's  Prop.  13  one-percent  property  tax  limit,  an  assessed  value  of  that  amount  would 
produce  $500  million  per  year  for  San  Franciaoo,  doubling  its  property  tax  revenue.  In  general, 
the  federal  government  should  be  selling  closed  military  bases  at  market  value,  rather  than 
giving  them  away. 

4.  [No  question] 

5.  Would  it  make  sense  for  the  IRS  to  contract  out  computer  data  processing? 

An  increasing  number  of  Fortune  500  firms  are  "outsourcing'  (i.e.,  contracting  out)  much  or 
all  of  their  data  processing.  While  income  tax  data  are  very  sensitive,  so  are  credit-reporting 
data,  yet  these  are  all  provided  by  private  firms  such  as  TRW.  I  believe  adequate  confidentiality 
safeguards  could  be  built  into  such  contracts. 

6.  What  are  the  advantages  and  disadvantages  of  using  private  collection  attorneys  to  collect 
money  owed  the  federal  government? 

Many  state  and  local  governments  now  contract  with  private  tiims  (e.g.,  Locicheed  IMS)  for 
cbild-support  enforcement,  and  these  contracts  appear  to  be  working  well.  Such  contracts  can 
be  structured  so  that  (hey  pay  for  themselves,  since  the  payment  schedule  d^nds  upon  the 
firm's  success  rate  in  collecting  the  monies  owed.  Hence,  the  principal  advantage  is  diat  the 
federal  government  would  receive  a  higher  fraction  of  monies  that  are  owed  to  it.  The  principal 
potential  disadvantage  is  the  possibility  that  one  or  more  firms  would  do  a  poor  job,  thcitby 
creating  controversy.  It  would  be  best  to  begin  with  firms  that  already  have  a  track  record  in  this 
type  of  work,  and  to  be  sure  to  devote  adequate  resources  to  contract  management. 

7.  What  is  the  rationale  for  a  separate  Railroad  Retirement  system? 

I  am  not  aware  of  any  good  reason  tor  continuing  this  as  a  separate  system.  I  believe  it  only 
exists  because  it  predates  Social  Security  and  was  considered  politically  difficult  to  merge  into 
Social  Security  at  the  time  the  latter  was  created.  Today,  die  number  of  railroad  workers  and 
retirees  is  much  smaller  than  in  die  1930s.  Rather  dian  being  privatized.  Railroad  Retirement 
should  be  abolished,  and  its  members  shifted  over  to  the  Social  Security  System.  Medkare.  and 
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the  Unemployment  System. 

8.  If  Railroad  Retirement  were  privatized,  wotdd  this  lead  to  burdensome  workload  for  Social 
Security,  Unemploymera,  and  Medicare  Systems? 

No.  As  noted  above,  the  number  of  railroad  workers  and  retirees  is  quite  small  in  cxMnparison 
to  the  total  numbers  of  people  served  by  these  systems.  They  could  easily  handle  the  added 
workload. 

9.  Should  the  Budget  process  prohibit  the  eruximem  of  private  sector  lock-out  provisions? 
Yes.  It  is  unconscionable,  in  particular,  to  forbid  privatization  even  to  be  studied. 

\0.  Do  these  barriers  to  privatization  serve  any  legitimate  purpose? 

No.  Their  only  purpose  is  to  prevent  serious  discussion  of  the  pros  and  cons  of  specific 

privatization  proposals. 

11.  Should  Congress  comprehensively  lift  such  lock-outs  to  make  privatization  easier? 

It  would  be  a  great  step  forward  if  Congress  repealed  all  of  these  private  sector  lock-outs, 
perhaps  as  part  of  an  omnibus  privatizationyreinventing  government  bill.  I  suspea  that  Vice 
President  Gore's  National  Performance  Review  would  support  such  an  effort,  giving  it  bipartisan 
support.  They  should  certainly  be  asked. 

12.  What  steps  could  be  taken  to  lower  the  fraction  of  the  government  wo^  force  that  performs 
essentially  private-sector  functions? 

It  would  be  a  good  idea  to  re-create  the  "privatization  czar"  position  in  OMB  that  existed  during 
the  last  year  of  the  Reagan  administration,  charged  with  rigorously  enforcing  the  A-76 
contracting  out  provisions.  Congress  might  also  want  to  consider  strengthening  those  provisions 
to  make  them  harder  for  agencies  to  evade. 

13.  Should  agencies  be  required  to  identify  instances  of  competing  with  the  private  sector  and 
be  required  to  hold  genuine  competitions? 

Yes.  Many  state  and  local  governments  are  far  ahead  of  the  federal  government.  Places  like 
Indianapolis  and  Phoenix  have  institutionalized  competiton  between  in-housc  work  forces  and 
outside  bidders.  Great  Britain  has  done  likewise.  The  results  are  significant  cost  savings, 
generally  between  20  and  30  percent. 

14.  What  opportunities  would  a  comprehensive  review  give  taxpayers  and  consumers? 
There  would  be  two  main  opportunities  created  by  opening  up  more  government  functions  to 
private-sector  provision.  First,  many  private-sector  firms  (including  small  businesses)  would 
have  an  q)portunity  to  handle  work  now  being  done  by  federal  employees.  Second,  all  taxpayers 
would  benefit  from  the  likely  cost  savings  brought  about  by  competitive  contracting. 

15.  Could  privatization  introduce  choice  in  the  way  government  services  are  provided? 

For  services  where  the  needs  of  users  are  diverse,  the  use  of  a  privatization  technique  called 
vouchers  can  introduce  meaningful  competition.  Government  still  pays  for  the  service,  but 
instead  of  selecting  a  single  firm  to  provide  the  service,  government  gives  purchasing  power  (in 
the  form  of  the  voucher)  to  all  eligible  consumers  and  lets  them  select  the  provider  that  they 
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conclude  will  best  meet  their  needs.  The  GI  Bill,  of  course,  is  a  classic  example  of  the  use  of 
vouchers. 

16.  Haw  does  choice  give  consumers  cf  social  services  the  benefit  cf  marketplace  competition? 
Social,  health,  and  education  services  best  lend  themselves  to  Uie  use  of  vouchers,  because  in 
these  areas  the  one-size-fits-all  approach  is  least  likely  to  be  effective.  Finns  diat  wish  to  provide 
services  paid  for  with  vouchers  must  market  their  services  to  voucher-eligible  consumers.  Hence, 
those  firms  must  compete  with  one  another,  each  seeking  out  maricet  niches  and  attempting  to 
be  more  user-friendly  than  their  competitors.  This  is  a  marked  contrast  to  the  typical  monolithic 
"take-it-or-leave-it*  approadh  of  government  social-service  providers. 

17.  Should  low-income  families  be  provided  with  housing  vouchers  so  they  can  selea  living 
accomodations  cf  their  choice? 

Yes,  housing  vouchers  make  good  sense.  First,  they  make  federal  dollars  go  much  further, 
compared  with  the  costs  of  building  and  operating  public  housing.  Second,  from  the  recipient's 
standpoint,  vouchers  permit  diem  to  select  among  a  much  wider  array  of  housing  choices,  rather 
than  being  restricted  to  living  in  "the  projects." 

18.  Wiat  lessons  can  we  learn  from  the  Postal  Service's  price  response  to  con^etition? 
Competition  forces  an  enterprise  to  reduce  its  costs  in  order  to  gain  market  share  from 
competitors.  A  guaranteed  monopoly  undercuts  that  important  disciplining  effect  on  costs,  and 
thereby  promotes  inefficiency. 

19.  Should  the  postal  monopoly  for  first  and  third-class  mail  be  repealed? 

Yes.  Repeal  of  die  remaining  elements  of  postal  monopoly  is  essential,  for  two  reasons.  First, 
to  survive  the  USPS  needs  the  spur  of  competition  in  order  to  become  more  entrepreneurial  and 
cost-effective.  And  second,  consumers  will  benefit  tremendously  from  the  kind  of  competition 
that  now  exists  in  package-deuvery  and  overnight  mail.  But  to  be  fair  to  the  Postal  Service,  at 
die  same  time  that  it  is  opened  up  to  oomp^tition  in  first  and  third-class  mail,  it  should  also  be 
permitted  to  enter  into  any  Other  field  that  it  wishes.  And  to  fund  continued  modernization  and 
new  cntr^;M%nciiriai  ventures,  it  should  be  permitted  to  sell  shares  to  investors,  as  the  Ehitch 
postal  service  did  in  1994. 

20.  Should  USPS  be  permitted  to  lease  out  air  rights  above  its  low-rise  buildings? 

Leasing  air  rights  would  be  a  sensible  approach  for  an  entrepreneurial  company.  But  I  have 
strong  reservations  over  permitting  the  Postal  Service  to  engage  in  any  new  business  ventures 
as  long  as  it  retains  its  government-granted  monopolies.  The  quid-pro-quo  for  commercial 
freedom  for  USPS  should  be  the  abolition  of  its  monqxjly  and  the  freedom  for  it  to  seek  capital 
in  the  private  debt  and  equity  markets. 

21.  Would  It  make  sense  to  franchise  mail  routes? 

Franchising  would  make  die  most  sense  as  a  way  to  ensure  reasonably-priced  postal  service  to 
high-cost  rural  areas  (assuming  Congress  felt  Uiis  was  important).  Providers  for  such  routes 
could  be  selected  based  on  how  little  subsidy  each  required  to  provide  die  specified  level  of 
service.  (My  personal  view,  however,  is  that  those  who  live  in  rural  areas  should  absorb  the 
costs,  as  well  as  the  benefits,  of  choosing  to  live  there— and  hence  that  there  is  no  need  to 
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subsidize  rural  mail  delivery.) 

22.  Which  government  enterprises  or  assets  are  most  ready  to  be  sold  outright? 

Of  the  enterprises  and  assets  listed  in  the  tables  in  my  written  testimony,  the  following  could  be 
placed  on  the  market  tomorrow  morning  without  any  need  for  further  study  or  restructuring: 

Power  Marketing  Authorities 

U.S.  Enrichment  Corp. 

Corporation  for  Public  Broadcasting 

Loan  Portfolio 

Naval  Petroleum  Reserve 

Helium  Reserve 

Defense  Stockpiles 

Surplus  Buildings  and  Lands 
The  other  items  would  require  further  study  to  identify  the  best  way  to  structure  the 
privatization,  to  deal  with  pricing  and  service  issues,  etc. 

23.  Wiich  government  programs  should  be  converted  to  vouchers? 

In  general,  vouchers  are  best  suited  to  social  and  health  services  where  different  providers  will 
be  best  for  different  users.  Federal  housing-project  subsidies  should  be  converted  to  housing 
vouchers  (as  long  as  HUD  continues  to  exist),  and  one  way  to  reform  Medicare  and  Medicaid 
may  be  to  rely  more  explicitly  on  voucher  principles  (though  we  have  not  studied  this  issue). 
Federal  education  funds  for  disadvantaged  children  might  also  be  converted  to  education 
vouchers  (unless  the  Dept.  of  Education  and  its  programs  are  abolished). 

24.  Which  privatizations  might  include  giving  employees  the  opportunity  to  buy  stock? 
Employee  stock  ownership  should  be  included  in  any  commercially  viable  enterprise  which  is 
privatized  via  sale.  That  would  include  such  enterprises  as  the  Postal  Service,  the  PMAs,  TVA, 
and  possibly  successor  corporations  to  today's  Amtrak,  Geological  Survey,  Weather  Service,  and 
selected  R&D  labs,  if  a  for-profit  corporate  form  is  chosen  for  them. 

25.  Are  some  entities  best  privatized  via  ESOP? 

Employee  stock  ownership  plans  (ESOPs)  could  play  a  role  in  any  privatization  in  whk;h  there 
will  be  shares  of  equity  ownership.  In  general,  we  recommend  against  sole  ownership  residing 
in  employees,  since  that  generally  provides  too  thin  a  c^italization  for  the  enterprise  and  too 
risky  an  investment  for  the  employees  (too  many  of  their  eggs  in  one  basket,  so  to  speak). 

26.  What  government  services  should  be  opened  to  competition  from  the  private  sector? 
OMB's  A-76  should  be  revised  to  clearly  specify  that  any  service  now  produced  directly  by  a 
federal  agency  (in-house)  which  is  available  from  private-sector  firms  must  be  open  to  bids  from 
private-sector  firms. 

27.  Should  Congress  request  that  all  federal  departments  and  agencies  conduct  a  detailed  asset 
inventory  Mdthin  60  days  to  determine  what  could  be  sold  and  yvhat  new  assets  might  be  leased 
from  the  private  sector? 

It  would  be  a  good  idea  for  such  an  inventory  to  be  carried  out,  perhjqjs  by  GAO  or  GSA.  Sixty 
days  is  probably  unreal istically  short,  but  the  basic  idea  is  very  sound. 
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WRITTEN  QUESTIONS  FROM  SENATOR  LAUTENBERG  TO  MR.  POOLE 
AND  THE  RESPONSES 

1.  How  comparable  would  the  FAA's  regulation  of  an  ATC  corporation  be  to  its  regulation  of 
the  airlines  today? 

We  envision  there  being  arms-length  regulation  between  the  FAA  and  an  ATC  corporation,  just 
as  there  now  is  between  the  FAA  and  airlines,  airframe  manufacturers,  airports,  and  private 
control-tower  operators.  This  is  the  model  we  have  observed  in  every  country  that  has 
corporatized  its  ATC  system. 

2.  What  is  your  estimate  of  the  potential  savings  from  an  ATC  corporation  ? 

The  most  credible  analysis  of  the  financial  feasibility  of  an  ATC  corporation  is  die  r^ort 
prepared  for  die  Executive  Oversight  Committee  by  Gellraan  Research  Associates  and  Arthur 
Andersen  &  Co.,  titled  "Air  Traffic  Control:  Analysis  of  Illustrative  Corporate  Financial 
Scenarios,'  dated  May  3,  1994.  This  study  estimated  $18  billion  m  savings  over  a  10-year 
period,  an  average  of  $1.8  billion  per  year.  This  is  a  reduction  in  General  Fund  spending,  thanks 
to  the  ATC  corporation  being  fully  user  funded  and  only  the  operating  costs  of  die  remaining 
FAA  needing  to  be  funded  firom  the  General  Fund.  Corporatization  of  ATC  in  New  Zealand  has 
led  to  a  20  percent  reduction  in  operating  costs. 

3.  Haw  significant  are  budget,  personnel,  and  procurement  problems? 

I  have  been  researching  ATC  problems  since  1977,  reading  GAG  reports  and  other  assessments 
dating  back  to  the  early  1970s.  Despite  many  efforts  at  reform,  virtually  the  same  problems  still 
plague  the  FAA  today  as  were  common  in  the  1970s.  Annual  appropriations,  and  especially  the 
uncertainties  of  future  funding  in  an  era  of  federal  downsizing,  make  rational  long-term 
modernization  planning  very  difficult.  Civil-service  regulations  are  very  poorly  suited  to 
managing  and  compensating  a  high-tech  workforce  in  high-stress  positions  ranging  across  the 
country  with  great  variations  in  living  costs.  And  FAA  procurement  problems  are  legendary.  It 
should  be  noted  that  Britain's  corporatized  NATS  recently  opened  a  new  control  center  near 
London,  including  a  $500  million  en-route  system  designed  and  installed  by  IBM  (the  FAA's 
AAS  contractor).  It  was  installed  on  dme  and  on-budget,  thanks  to  the  absence  of  government 
procurement  restrictions. 

As  I  noted  in  my  testimony  before  die  House  Aviation  Subcommittee,  these  same  three  problems 
of  budget,  personnel,  and  procurement  are  among  die  main  reasons  for  corporatization  of  ATC 
in  every  country  we  have  studied. 

4.  Absent  coiporatization,  what  can  we  expect  in  the  \vay  of  future  safety,  delays,  and 
maintenance? 

Based  on  the  lack  of  meaningful  results  from  previous  efforts  at  FAA  reform,  I  expect  that 
fiirther  piecemeal  reform  will  produce  littie  significant  change  in  the  way  ATC  is  operated  and 
managed.  Hence,  there  will  continue  to  be  shortages  of  FPL  controllers  in  the  busiest  facilities 
in  high  cost-of-living  areas,  and  there  will  be  chronic  problems  of  equipment  tiiat  lags  far  behind 
the  state-of-the-art.  The  result  will  be  to  furdier  erode  the  margin  of  safety  (e.g. ,  continued  long 
delays  in  installing  modem  ground  collision-avoidance  radar— ASDE).  TTie  FAA's  response  will 
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be  to  further  slow  down  the  system,  increasing  the  use  of  ground  holds,  further  increasing  in- 
trail  separations,  etc.  While  there  may  well  be  an  increase  in  ATC-related  accidents,  the  larger 
effect  will  be  additional  billions  of  dollars  in  delay  costs  imposed  on  airlines  and  air  travelers. 

5a.  What  are  the  prospects  for  timety  modernization  under  the  existing  ATC  structure? 

As  noted  above  under  item  4,  the  prospects  are  poor.  There  is  no  reason  to  expect  the  rate  of 

change  to  be  any  greater  than  today's.  Given  the  typical  18-month  life  of  each  new  generation 

of  today's  computer  technology,  a  procurement  process  that  takes  seven  years  can  never  lead 

to  state-of-the-art  systems.  What  is  needed  is  not  a  one-time  upgrade  of  today's  equipment,  but 

a  totally  different  process  for  acquiring  and  managing  technoloby. 

5b.  Have  foreign  ATC  corporations  been  able  to  modernize  more  quickly? 

Yes.  I  mentioned  Britain's  NATS  in  item  3,  above.  The  best  other  example,  because  it  has  been 

in  existence  since  1987,  is  the  Airways  Corporation  of  New  Zealand.  It  has  carried  out  two 

technology  modernization  programs  during  the  past  seven  years,  both  of  which  were  completed 

on  time  and  within  budget. 


\ 
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WRITTEN  QUESTIONS  FROM  SENATOR  DOMENICI  TO  MR.  BREEDEN 
AND  THE  RESPONSES 

1.  Would  the  privatized  FDIC  operate  as  a  monopoly?   If  so,  how  would  the 
FDIC  set  its  premium  rates?  Would  we  need  something  like  the  Postal  Rate 
Commission  to  protect  banks  from  monopoly  pricing? 

The  privatized  FDIC  should  not  be  given  a  federal  monopoly.    My 
suggested  approach  to  privatization  involves  a  phased  process  under  which  the 
FDIC  would  first  limit  insurance  to  no  more  than  75%  of  any  deposit  up  to  a 
cutoff  point,  such  as  $25-50,000.   This  would  lead  to  development  of  a  private 
market  for  supplemental  coverage.   After  a  defined  interval  (such  as  1-2  years), 
the  FDIC  would  cease  all  primary  coverage,  but  would  provide  reinsurance  up 
to  an  equivalent  percentage  of  total  exposure.   This  would  result  in  numerous 
primary  carriers  providing  initial  insurance,  with  competition  among  them  in 
much  the  same  way  as  is  true  in  the  property  and  casualty  insurance  business 
generally.   Other  companies  should  be  free  to  offer  reinsurance  to  the  primary 
carriers,  and  thereby  to  provide  price  competition  to  a  privatized  FDIC. 

2.  Who  would  regulate  the  FDIC?   How  would  a  private  FDIC  be 
accountable  to  Congress? 

It  is  not  clear  why  any  agency  other  than  the  appropriate  state  insurance 
regulatory  body  would  have  to  regulate  the  FDIC  once  it  became  a  privately- 
owned  reinsurance  corporation.   One  objective  of  this  proposal  would  be  to  get 
the  federal  government  entirely  out  of  the  business  of  providing  insurance  for 
failing  banks,  and  to  end  the  resulting  need  for  government  micromanagement 
of  banking  practices. 

Congress  could,  of  course,  retain  oversight  jurisdiction  for  a  period  of 
time  during  a  transition.    More  importantly,  the  FDIC  should  be  authorized  to 
draw  on  a  standby  line  of  credit  from  the  Treasury  for  borrowings  required  to 
handle  a  systemic  risk  problem.    Congress  should  provide  for  oversight  of  any 
such  standby  federal  credit  facility  that  might  be  available  to  the  FDIC. 

3.  There  are  a  number  of  state  private  deposit  insurance  systems  that  failed. 
Would  a  private  FDIC  face  the  same  risk  of  failure?  What  would  happen  to  the 
economy  if  the  private  FDIC  failed  and  could  not  honor  its  deposit 
commitments? 
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State  deposit  insurance  schemes  have  failed  in  the  past  for  several 
reasons.   Primarily,  these  were  not  real  insurance  companies  operating  in  i 

accordance  with  private  insurance  principles.    Rather,  they  were  state  versions 
of  government  insurance,  but  without  the  benefit  of  nationwide  premium  paying 
and  backup  federal  credit.  State  chartering  decisions  typically  led  automatically 
to  insurance  coverage  by  a  captive  state  insurance  plan  of  some  type.    Coverage 
typically  could  not  be  declined  or  limited  by  the  insurer  under  most  such 
schemes. 

With  an  FDIC  privatization,  both  primary  coverage  and  reinsurance 
would  be  provided  by  real  privately-owned  and  capitalized  insurance 
companies.   These  companies  would  be  free  to  decline  to  provide  coverage,  or 
to  set  premium  levels  in  accordance  with  their  judgment  concerning  the  risk 
profile  of  a  particular  bank.   The  private  sector  has  long  been  in  the  property 
and  casualty  insurance  business,  and  even  massive  disasters  such  as  Hurricane 
Andrew,  with  total  payouts  that  have  been  estimated  in  excess  of  $20  billion, 
have  been  handled  by  the  market  system. 

In  the  event  of  a  systemic  risk  problem  as  determined  by  the  Federal 
Reserve,  the  privately-owned  FDIC  (and  any  competitors)  should  be  given  a 
right  to  draw  on  a  line  of  credit  at  the  Treasury.   Any  such  borrowing  should 
be  at  a  penalty  rate  of  interest  higher  than  rates  on  corporate  obligations  of 
similar  quality  issuers.   Such  borrowings  would  be  collateralized  by  assets 
acquired  by  the  FDIC.    In  this  manner  the  FDIC  could  be  expected  to  handle 
any  sudden  and  abnormally  large  "systemic"  problems  that  might  be  beyond  its 
ciapital  reserves.   It  is  unlikely  that  any  such  standby  federal  line  would  be 
utilized,  particularly  if  it  were  priced  in  a  manner  as  to  make  private  sources  of 
capital  more  attractive  to  the  FDIC. 

The  implications  to  the  economy  if  a  "private"  FDIC  failed  would  depend 
on  whether  there  were  other  companies  then  active  in  the  reinsurance  of  deposit 
insurance,  the  level  of  coverage  then  in  effect,  the  cause  of  the  FDIC's 
financial  difficulties,  the  state  of  the  overall  financial  markets  and  many  other 
factors.   Of  course  there  are  many  financial  institutions  such  as  Merrill  Lynch, 
Aetna  Insurance,  AIG  ,  and  others  whose  "failure"  would  cause  serious 
dislocations  among  customers,  counterparties  and  others  in  the  markets. 
However,  market  disciplines  on  private  fmancial  firms  not  subject  to  federal 
bailouts  are  much  stronger  than  bureaucratic  disciplines  through  regulation. 
This  is  why  there  is  generally  a  much  lower  incidence  of  failures  among 
uninsured  broker-dealers  and  insurance  companies  than  among  federally-insured 
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firms  like  banks  and  savings  institutions. 


4,  What  are  the  budgetary  implications  for  privatizing  the  FDIC?   What 
happens  to  the  balance  in  the  Bank  Insurance  Fund? 

The  current  balance  in  the  Bank  Insurance  Fund  could  be  handled  in 
several  ways,  including  retaining  such  funds  in  a  federal  standby  credit  trust.' 
Such  a  trust  could  be  available  for  use  by  the  FDIC  and  any  other  reinsurer  of 
deposit  insurance  for  payment  of  claims  under  specified  conditions  and  terms. 
In  this  manner  the  funds  would  remain  available  for  the  purposes  for  which 
they  were  originally  collected,  and  they  would  minimize  the  startup  capital 
required  by  new  entrants  to  the  reinsurance  market. 

If  the  current  funds  were  retained  in  a  standby  credit  trust,  there  should 
not  be  any  expense  to  the  budget  associated  with  the  sale  of  the  stock  of  the 
FDIC  to  public  investors. 

5.  Would  the  private  FDIC  have  the  right  to  close  banks  and  thrifts  it 
insured  if  those  institutions  were  deemed  to  be  operating  in  an  unsafe  and 
unsound  manner?   If  not,  will  that  now  allow  federal  bank  regulators  to  place 
the  private  FDIC  at  a  tremendous  risk  of  loss?   How  would  we  give  the  FDIC  a 
voice  in  regulating  those  institutions  which  it  insures? 

A  private  FDIC  would  not  be  a  regulatory  body.   Therefore,  it  would  not 
have  the  right  to  "close"  an  insured  institution.   That  would  continue  to  be  the 
responsibility  of  the  chartering  agency.   The  FDIC  would  have  the  right  to 
terminate  insurance  coverage,  as  is  true  with  carriers  for  other  types  of 
insurance.   The  implementing  legislation  would  need  to  establish  a  framework 
for  the  minimum  advance  notice  for  insurance  termination  and  other  issues  to 
establish  a  reasonable  and  workable  process.   The  FDIC,  together  with  other 
competing  providers  of  primary  insurance  coverage,  should  participate  in  an 
advisory  council  with  bank  regulatory  agencies  to  give  the  insurance  carriers 


'if  these  funds  were  retained  by  the  FDIC  and  transferred  to 
the  buyers  of   the   FCIC,    there  would  be  an   increase   in  the  deficit 
in  the  amount  of  the  balance  transferred,    less  the  purchase  price 
received.      This  program  would  be   intended  solely  as  standby 
liquidity,    not  a  credit  subsidy  for  the  new  FDIC.      Such  funds 
should  be  useable  only  to  pay  claims,    and  the  Federal  Reserve  or 
the  Treasury  should  have  an  oversight  responsibility  on  any  use 
and  repayment  of   such   funds. 
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direct  input  into  regulatory  decisions. 

6.  Should  the  budget  process  prohibit  the  Appropriations  Committees  and 
other  committees  from  enacting  private  sector  lock-out  provisions? 

It  would  be  quite  beneficial  for  all  existing  "private  sector  lockout" 
provisions  to  be  repealed,  and  for  strong  barriers  against  future  such  measures 
to  be  embedded  in  the  budget  process. 

7.  Can  you  think  of  any  legitimate  purpose  these  barriers  to  privatization 
serve? 

The  public  interest  in  minimizing  the  cost  of  essential  government 
services  is  undermined  by  giving  federal  bureaucracies  a  monopoly.   Therefore, 
I  cannot  think  of  any  legitimate  purpose  for  express  barriers  to  privatization. 
The  basic  function  of  such  provisions  is  to  entrench  the  existing  bureaucracy 
irrespective  of  the  cost  and  inefficiency  of  its  operations. 

8.  Should  Congress  comprehensively,  lift  legislative  restrictions  or  "lock- 
outs" to  make  privatization  easier? 

A  comprehensive  or  omnibus  repeal  of  all  legislative  "lock-outs"  of  the 
private  sector  would  help  enable  privatization  processes  to  begin  in  the  United 
States.   Such  a  repeal  would  help  set  the  stage  for  lower  costs  to  the  taxpayers 
and  sharply  higher  performance  of  services  (both  by  newly-privatized  agencies 
or  by  government  bodies  exposed  to  competition  with  the  private  sector). 

9.  What  steps  could  be  taken  to  lower  that  number? 

The  proportion  of  federal  workers  performing  tasks  that  either  are  not 
needed  at  all,  or  are  performed  in  competition  with  the  private  sector,  is 
enormous.    Indeed,  based  on  my  experience  the  25%  estimate  seems  quite  low 
if  one  includes  functions  that  are  unnecessary  together  with  those  that  are  in 
competition  with  private  business. 

The  overlap  of  the  private  and  public  sector  can  only  be  reduced  if  there 
is  a  mandate  in  the  law  to  cease  the  provision  of  services  that  can  be  performed 
in  the  private  sector  at  a  comparable  or  lower  cost.    It  is  not  realistic  to  assume 
that  agencies  will  voluntarily  reduce  their  operating  size  significantly.   Today 
"outsourcing"  is  often  used  by  agencies  to  expand  into  new  areas,  not  as  a 
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means  of  shrinking. 

10.  Should  agencies  be  required  to  identify  areas  where  the  federal 
government  is  competing  with  the  private  sector  and  either  require  contracting 
out  or  require  the  agency  to  bid  along  with  the  private  sector  for  the  job? 

Requiring  agencies  to  identify  areas  where  they  are  competing  with  the 
private  sector  and  where  they  could  "outsource"  activities  could  have  a 
beneficial  effect.    However,  agencies  are  poorly  situated  to  know  what  the 
private  sector  could  or  would  do,  or  whether  the  private  sector  could  perform  a 
given  service  even  if  it  is  not  doing  so  at  a  particular  time. 

Therefore,  the  law  should  establish  a  process  under  which  any  private 
company  could  notify  an  agency  of  an  intent  to  bid  on  providing  any  service  to 
the  public  being  provided  by  government.   The  agency  receiving  any  such  bid 
would  be  required  to  provide  the  bidder  sufficient  information  to  enable  the 
preparation  of  a  fixed-price  bid  to  perform  the  designated  services.    Upon  filing 
of  a  private  bid  meeting  standards  as  to  duration  and  capacity  to  perform,  the 
agency  in  question  should  be  required  by  law  to  outsource  the  activity  unless  it 
could  commit  to  deliver  the  same  service  at  a  materially  lower  cost  than  the 
private  bidder(s). 

Provision  would  need  to  be  made  for  publishing  such  bids  and  allowing 
other  competitors  to  participate  before  final  selection. 

1 1 .  What  opportunities  would  a  comprehensive  review  and  implementation 
policy  give  taxpayer/consumers  who  require  government  service? 

A  comprehensive  review  and  privatization/outsourc'ng  policy  would 
create  significant  benefits  for  the  public  as  taxpayers  and  as  the  "buyer"  of 
particular  services.   If  the  law  established  a  firm  and  unequivocal  position  that 
public  agencies  should  ONLY  perform  services  that  the  private  sector  was 
incapable  of  providing  to  an  equivalent  degree  of  safety  or  quality  (such  as 
operation  of  the  Strategic  Air  Command)  and  at  an  equal  or  lower  cost,  then 
significant  areas  of  government  activity  would  be  forced  to  reconfigure  itself  in 
a  .more  competitive  fashion. 

Taxpayers  would  benefit  because  government  expenses  would  go  down 
through  the  elimination  of  government  spending  and  its  replacement  by  lower 
cost  private  firms.   Taxpayers  would  also  benefit  as  former  public  entities 
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began  to  pay  taxes  as  private  firms.   The  public  would  also  benefit  as 
consumers  of  services.    Private  firms  replacing  government  agencies  generally 
provide  a  wider  range  of  choice  at  a  lower  cost  than  is  true  .vith  monopoly 
government  providers  of  a  service. 

12.  Could  privatization  introduce  choice  into  the  way  our  government 
services  are  provided? 

Privatization  would  introduce  choice  in  the  provision  of  services  to  the 
public  as  areas  previously  monopolized  by  the  government  were  opened  to 
private  businesses  to  compete.   This  means  that  the  public  would  often  have  a 
chance  to  compare  alternative  providers  of  a  particular  service  rather  than 
having  only  one  alternative. 

13.  How  does  choice  give  consumers  of  social  services  the  benefit  of  market 
place  competition? 

Choice  and  competition  are,  essentially,  synonymous.    By  making 
agencies  outsource  their  ftmctions  where  the  private  sector  can  offer  a  lower 
cost,  the  government  would  be  simultaneously  lowering  its  costs  AND 
demonopolizing  a  particular  economic  activity.    With  choice  in  social  services 
(as  with  other  services),  consumers  have  the  opportunity  of  selecting  a  mix  of 
service  components  and  delivery  methods  that  is  most  appropriate  to  their  own 
individual  circumstances.   Once  choice  is  allowed,  the  market  will  respond 
through  competition  to  provide  consumers  with  more  alternatives  from  which  to 
select. 

Choice  and  competition  are  benefits  that  inevitably  flow  from 
privatizations  in  any  ^rea.    After  privatization,  for  example,  British  Telecom 
provided  many  new  services  to  the  public  than  it  did  when  part  of  a  government 
ministry.    Similarly,  transferring  almost  any  type  of  activity  outside  the  sphere 
of  government  will  lead  to  multiple  service  providers  and  choice  for  the  public. 

14.  Why  couldn't  these  same  types  of  loans  be  handled  by  private  banks  who 
could  be  required  to  charge  the  same  low  costs  to  the  borrowers,  with  the 
government  paying  the  difference  between  the  charge  and  the  market  price? 

The  government  should  not  ever  be  in  the  business  of  taxing  the  public  in 
order  to  subsidize  below-market  rates  of  interest  to  politically  powerful 
constituencies.   This  should  not  be  done  directly  by  setting  up  bureaucracies  to 
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administer  direct  credit  programs,  or  indirectly  by  paying  private  firms  to  offer 
subsidized  credit. 

An  indirect  subsidy  through  fmancial  institutions  was  the  approach  to  housing 
under  the  savings  and  loan  system.    Such  a  policy  has  many  drawbacks, 
including  inefficiency.   A  direct  subsidy  to  homeowners  (through  a  home 
mortgage  deduction,  for  example)  is  far  more  efficient  than  paying  a  subsidy  to 
a  savings  and  loan  in  the  hope  that  some  portion  of  the  subsidy  would  fmd  its 
way  into  a  lower  cost  loan  to  a  borrower.   In  general  it  would  be  far  better  to 
leave  the  funds  with  the  public  rather  than  by  raising  funds  through  taxes  and 
then  giving  some  of  those  funds  back  through  subsidies. 

America's  credit  markets  are  the  most  diverse  and  responsive  in  the 
world.    With  institutions  ranging  from  tiny  credit  unions  and  community  banks 
to  giant  global  banks  and  securities  firms,  the  U.S.  system  can  accommodate 
the  needs  of  any  and  every  type  of  citizen  and  business.   That  system  allocates 
the  cost  of  credit  on  the  basis  of  (i)  market  costs  of  funds,  and  (ii)  the  risk 
presented  by  the  borrower/issuer/user  of  credit.   The  federal  government  should 
not  interfere  with  the  market's  allocation  of  credit,  as  any  such  interference 
reduces  the  efficiency  of  the  economy  and  lowers  aggregate  economic  wealth. 
Rather,  where  subsidies  are  needed  to  particular  groups  they  should  be  open, 
direct  and  observable  by  all  voters. 

15.      An  alternative  to  selling  off  the  various  loan  portfolios  is  contracting  out 
for  centralized  servicing  of  the  loans.   The  FmHA  alone  has  700,000  housing 
loans  that  GAO  periodically  criticizes  as  being  poorly  managed. 

No,  there  is  not  any  reason  that  the  government  should  not  maximize 
contracting  out  for  centralized  servicing  of  government-owned  loan  portfolios. 
However,  it  would  be  a  mistake  to  limit  contracting-out  to  "servicing".   Such 
financial  assets  have  a  fundamentally  higher  value  when  owned  by  the  private 
sector  than  they  do  under  government  ownership  due  to  a  variety  of  factors. 

Recent  loan  sales  at  HUD  suggest  that  the  private  sector  may  value  loans 
by  a  factor  of  nearly  twice  as  much  as  the  government.    There  is  not  any 
discernible  purpose  to  taxing  the  public  in  order  to  finance  the  carrying  costs  of 
portfolios  of  saleable  financial  assets  at  values  considerably  beJow  what  those 
same  assets  would  be  worth  under  private  ownership.    In  lieu  of  creating  jobs 
in  the  federal  government  for  people  to  manage  financial  assets,  those  assets 
should  be  sold. 
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16.  Which  government  enterprises  or  assets  do  you  think  are  most  ready  to 
be  sold  outright? 

Any  government  enterprize  that  is  generating  a  profit  in  its  operations  as 
a  government  entity  is  inherently  easier  to  sell  to  private  investors  than  a 
program  or  enterprize  that  is  operating  at  a  loss.   While  the  latter  can  be  sold  if 
investors  believe  that  the  operation  can  be  restructured  to  operate  profitably,  the 
programs  with  a  positive  bottom  line  even  with  the  inevitable  inefficiencies  of 
government  ownership  are  per  se  more  readily  saleable  since  a  prior 
restructuring  is  not  a  precondition  to  sale  (though  sometimes  desirable  to 
increase  the  likely  sales  price).    Similarly,  assets  that  are  generating  positive 
cash  flows  and  involve  the  fewest  possible  uncertainties  or  contingencies  are 
more  readily  saleable  than  assets  where  title,  value  or  potential  associated 
liabilities  are  less  certain. 

17.  Which  government  programs  should  be  converted  into  vouchers? 

While  vouchers  would  undoubtedly  improve  many  programs  by  giving 
the  consumer  choice  and  the  ability  to  force  competition,  I  am  not  in  a  position 
to  catalogue  all  of  the  programs  where  this  would  produce  a  benefit.    Among 
federal  financial  institutions  and  related  programs,  this  is  not  a  major 
opportunity  compared  with  social  service  programs  of  different  types. 

18.  Which  government  enterprises  could  be  privatized  by  giving  the 
employees  an  opportunity  to  buy  stock  in  the  privatized  entity? 

Government  employees  should  have  the  opportunity  to  buy  stock  if  their 
agency  is  undergoing  privatization  through  a  public  offering.   The  greater  issue 
is  the  extent  to  which  the  taxpayers  should  sell  assets  at  less  than  their  current 
market  value  in  order  to  provide  incentives  to  employees  of  such  programs  to 
purchase  shares.   While  some  degree  of  incentives  to  encourage  employee  stock 
ownership  seems  generally  appropriate,  the  magnitude  and  degree  of  incentives 
to  purchase  shares  should  be  set  within  overall  guidelines  or  parameters. 

19.  What  government  services  should  agencies  have  to  open  up  and  complete 
with  the  private  sector? 

Government  agencies  should  have  to  make  ANY  service  open  to 
competition  with  the  private  sector  unless  Congress  has  specifically  exempted  a 
particular  field  on  grounds  of  overriding  public  interest.    It  would  be  highly 
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beneficial  to  create  a  process  under  which  private  firms  can  make  a  tender  offer 
to  take  over  particular  services  for  a  fixed  period  of  time.    Where  the  tendered 
cost  of  service  by  a  private  firm  is  lower  than  the  existing  cost  to  perform  any 
such  service  through  a  government  agency,  it  should  generally  be  outsourced. 

This  type  of  process  would  create  an  incentive  for  private  sector  firms  to 
spend  the  time  and  analytical  resources  necessary  to  identify  areas  where  costs 
to  the  public  could  be  reduced.    If  agencies  are  allowed  to  reject  even  lower 
cost  alternative  methods  of  privatizing  public  services,  there  would  not  be  a 
sufficient  likelihood  that  an  investment  in  developing  innovative  new  solutions 
to  problems  would  result  in  anything.   Therefore,  absent  any  such  process  of 
mandatory  selection  of  lower  cost  alternatives,  companies  today  do  not  have  a 
reason  to  make  the  original  investment. 

20.  What  would  be  the  ramifications  if  Fannie  and  Freddie  were  required  to 
pay  SEC  registration  fees  like  most  other  publicly  traded  corporations? 

During  my  tenure  as  SEC  Chairman,  the  Treasury  Department  proposed, 
as  part  of  a  joint  Fed-Treasury-SEC  study  of  the  government  securities  market, 
to  revoke  the  existing  exemption  of  securities  of  Freddie  Mac  and  Fannie  Mae 
from  registration  with  the  SEC.   This  exemption  from  registration  reduces 
annual  costs  for  the  two  GSE's  by  several  tens  of  millions  of  dollars  annually. 
In  addition  to  raising  revenue,  this  proposal  was  intended  at  the  time  to  remove 
any  implication  of  government  credit  backing  for  the  securities  of  Freddie  Mac 
and  Fannie  Mae,  since  any  such  assumption  would  sharply  decrease  market 
disciplines.   My  support  of  requiring  registration  was  based  on  my  view  that 
this  would  be  a  sufficient  level  of  regulation,  and  that  no  banking-style  system 
of  bureaucratic  supervision  should  be  created.   However,  Congress 
subsequently  created  a  regulatory  oversight  system  by  the  Department  of 
H.U.D. 

21.  What  are  the  pros  and  cons  of  privatizing  Sallie  Mae? 

It  is  difficult,  technically,  to  address  the  question  of  "privatizing"  Sallie 
Mae,  in  that  Sallie  Mae  is  already  a  private  company  in  the  sense  of  private 
ownership  of  the  company's  equity.    Thus,  from  the  standpoint  of  the 
government's  ownership  interest,  there  is  not  anything  left  to  sell.   Thus, 
proposals  relating  to  Sallie  Mae  are  actually  more  in  the  nature  of  proposals  to 
"deregulate"  rather  than  to  "privatize"  the  firm. 
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By  whatever  name,  proposals  to  eliminate  government  controls  on  the 
operations  of  Sallie  Mae  and  to  eliminate  its  direct  or  indirect  subsidies  or 
benefits  from  a  quasi-govemment  status  seem  to  involve  many  advantages.   In 
view  of  the  fact  that  the  current  Administration  has  decided  to  reinstitute  and 
expand  a  program  of  direct  lending  through  government  agencies,  the  situation 
of  Sallie  Mae  is  one  of  particular  difficulty.    It  is  subject  to  various  operating 
restrictions  imposed  by  the  very  government  which  has  decided  to  compete 
against  it  in  its  required  area  of  business.   Thus,  the  status  quo  involves  a  deep- 
seated  conflict  of  interest  on  the  part  of  the  government. 

22.      What  benefits  would  the  federal  government  achieve  if  Sallie  Mae  were 
privatized? 

If  the  existing  controls  in  current  law  over  Sallie  Mae's  products  and 
operations  were  lifted,  the  company  would  be  free  to  structure  its  activities  in 
the  manner  it  deems  most  suited  to  maximizing  the  shareholder  value  of  the 
company.   The  federal  government  would  benefit  from  a  substantial  reduction 
in  indirect  credit  contingent  liabilities,  and  the  potential  of  increased  tax 
revenues  in  the  future.   The  federal  deficit  would  be  reduced  through  the 
payment  of  registration  fees  by  the  company  to  the  SEC  with  respect  to  its 
offerings  of  securities.   To  the  extent  that  a  "deregulated"  Sallie  Mae  was 
successful  in  developing  a  better  overall  product  mix  and  generating  value,  the 
overall  economy  would  benefit.    However,  allowing  Sallie  Mae  the  freedom  to 
operate  in  other  product  markets  should  be  absolutely  dependent  on  prior 
removal  of  all  direct  and  indirect  indicators  of  quasi-governmental  status. 
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WRTTTEN  QUESTIONS  FROM  SENATOR  DOMENICI  TO  MR.  KETTL  AND 

THE  RESPONSES 


In  your  book  you  suggest  that  "core  governmental  functions"  should  be  exempt 
from  any  privatization  plan.  You  have  conceded  that  the  line  between  those  functions  that 
are  "inherently  governmental"  and  those  that  can  be  legitimately  contracted  out  is  a 
fuzzy  one. 

1.  What  are  the  integral  elements  in  any  core  governmental  function? 

Answer:  In  Sharing  Power,  I  argue  that  the  government  must  retain  decisions  over  policy 
making.^  It  must  also  retain  the  capacity,  as  tiie  General  Accounting  Office  put  it,  to 
"prescribe,  monitor,  and  evaluate"  the  work  that  others  (Uke  contractors)  perform  on  its 
behalf.  The  basic  principle  is  this:  The  executive  branch  must  be  accountable  for  its 
management  of  government  programs.  To  protect  the  public  interest,  it  must  not  contract 
out  the  government's  sovereign  powers  or  its  abihty  to  exercise  control  over  poUcy.^ 


2.  How  would  you  approach  the  task  of  differentiating  between  those  functions  that  are 
inherently  governmental  and  those  that  can  be  legitimately  contracted  out? 

Answer:  Long  e  qjerience  and  careful  thought,  going  back  to  the  Constitution  and  The 
Federalist  Papers,  demonstrate  that  line  can  not  be  easily  drawn.  Three  steps  are  necessary 
to  differentiate  inherently  governmental  functions  from  those  that  can  legitimately  be 
contracted  out  First,  the  critical  importance  of  this  question,  for  accountable  and 
efficiency  government  services,  must  be  recognized  by  government  off icials.  Second,  the 
Office  of  Management  and  Budget  should  improve  its  guidance  to  agencies  (in  Circulars 
A-120  and  A-76)  by  clarifying  the  definition  and  identifying  the  basic  principles  of 
inherently  governmental  functions.  Third,  because  the  missions  and  strategies  of 
executive-branch  agencies  often  vary  tremendously,  each  agency  should  crisply  define 
tiiose  functions  witiiin  its  purview^  tiiat  are  inherently  governmental  and  should  not  be 
contracted  out  Some  agencies,  such  as  the  Department  of  Energy  and  the  Environmental 
Protection  Agency,  have  already  done  so. 
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3.  What  current  government  jnrograms  do  you  consider  inherently  governmental? 

Answer.  The  issue  is  not  so  much  which  programs  as  which  activities  or  functions  are 
inherently  governmental  EPA,  for  example,  has  proscribed  contractors  from  performing 
the  following  activities: 

•  detennining  agency  policy; 

•  preparing  congressional  testimony; 

•  preparing     documents     on     EPA      letterhead     other     than     routine 
correspondence; 

•  preparing  respor\ses  to  congressional  correspondence; 

•  presenting  oneself  to  outside  parties  as  an  EPA  employee. 

•  conducting  administrative  hearings. 

Furthermore,  OMB  Circular  A-76  helps  define  functions  related  to  the  act  of  governing 
that  should  not  be  performed  by  contractors: 

•  conducting  foreign  relations. 

•  directing  federal  employees. 

•  conducting  criminal  investigations  or  performing  judicial  functions. 

•  managing  the  armed  forces. 

•  directing  intelligence  operations. 

•  regulating  industry  and  commerce  or  the  use  of  natural  resources. 
Contractors  can  help  manage  many  governmental  programs.  But  they  should  not,  in  any 
program,  determine  agency  policy.  They  should  not  define  goals  or  priorities.  They 
should  not  represent  themselves  as  government  employees.  They  should  not  in  essence, 
exercise  governments  sovereign  powers.' 


The  heart  of  your  hook  concerns  the  relationship  between  the  "competition 
prescription"  and  contracting  out  government  services.  Yet,  privatization  is  a  broad  term 
that  may  mean  more  than  simply  contracting  out.  Privatization  could  be  deregulation, 
termination,  or  the  sale  of  government  assets. 

5.  How  does  your  philosophy  of  a   "smart  buyer"  relate  to  these  other  forms  of 
privatization?  Are  the  same  concerns  present? 

6.  What  government  programs  do  you  xnew  as  ripe  for  privatization? 

Answer:  As  I  noted  in  my  prepared  testimony,  "privatization"  can  cover  a  very  broad 
array  of  strategies,  from  eliminating  any  government  role  in  a  given  function  to  relying 
on  some  form  of  public-private  partnership  to  accomplish  a  public  function. 

There  are  many  things  that  government  need  not  do  and  that  the  private  sector  ought 
to  do  instead.  We  have  already  made  some  of  those  decisions:  The  private  iruirket 
determines  everything  from  what  kind  of  clothing  we  wear  to  what  kind  of  breakfast 
cereal  we  eat   Some  functions  currently   performed   by   government  are   ripe  for 
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privatization.  The  Government  Printing  Office  is  a  prime  candidate  for  privatization. 
The  federal  government  does  not  need  to  hold  the  Naval  Petroleum  Reserve.  It  does  not 
need  to  be  in  the  electric  power  production  business  and  could  sell  the  nation's  four 
power  marketing  administrations.  Other  government-owned  energy  production  facilities 
are  also  potential  opportunities  for  privatization. 

Just  because  the  government  can  privatize  a  given  activity,  however,  does  riot  mean  it 
should  do  so.  Government  must  have  the  capacity  to  think  smart  about  what  functions 
and  capacity  it  needs  to  maintain  for  itself.*  It  mus^  for  example,  be  able  to  determine 
what  the  consequences  of  deregulation,  termination,  or  asset  sales  might  be.  The 
consequences  of  failing  to  think  through  the  deregulation  of  the  banking  industry  in  the 
1980s  proved  terribly  expensive.  We  will  be  paying  the  expenses  of  resolving  bank  and 
savings  and  loan  failures  for  generations. 

There  is  no  greater  waste  of  taxpayer  dollars  than  public  functions  performed  badly. 
Whatever  government  does,  it  must  have  the  capacity  to  do  it  well.  That  includes  the 
fundamental  decision  about  what  government  ought  to  do.  The  "smart  buyer"  argument 
holds  as  much  for  decisions  about  tiie  programs  in  which  government  involvement 
should  end  as  for  the  programs  in  which  public-private  partnerships  w^iU  continue. 


7.  How  do  you  view  the  proposals  for  privatization  in  the  President's  FY  1996  budget? 

Answer:  The  President's  FY  1996  budget  identifies  many  of  the  same  privatization  options 
we  have  been  debating  for  the  last  decade.  Some,  like  ihe  privatization  of  the  power 
marketing  administrations  and  the  Naval  Petroleum  Reserves,  make  eminent  sense. 
Much  of  what  the  General  Services  Administration  does,  moreover,  could  better  and 
more  cheaply  be  done  in  the  private  market 

I  have  grave  concerns  about  some  proposals,  however.  While  the  nation's  air  traffic 
control  system  needs  a  major  overhaul,  there  is  a  serious  risk  in  tampering  with  the 
system.  The  evidence  from  a  decade's  worth  of  efforts  to  upgrade  the  system  is  that 
many  of  the  system's  problems  are  rooted  in  tough  problems  and  poor  contract 
management  If  anything,  the  system  needs  more,  not  less  supervision.  To  lessen 
accountability  of  the  system  to  government,  and  to  increase  the  leverage  of  the  airline 
industry  over  basic  safety  issues,  is  risky  indeed.  The  flying  public's  reaction  to  the  faU 
1994  controversy  over  ATR  comn\uter  aircraft  demonstrates  just  how  fragile  public 
confidence  in  airline  safety  can  be.  Moreover,  if  government  severs  its  usual  budgetary 
and  procurement  restrictions  over  the  system,  it  will  find  itself  in  case  of  problems  with 
only  less-effective  regulatory  controls.  At  a  time  we  are  trying  to  save  money  and 
decrease  regulation,  this  does  not  seem  a  smart  strategy.  It  would  be  far  better  to 
improve  goverrunenf  s  nrwnagement  of  the  air  traffic  computer  procurement  system  and, 
if  necessary,  grant  an  exemption  from  particularly  nettiesome  budgetary  or  procurement 
restrictions. 
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You  argue  that  the  need  for  the  government  to  act  as  a  "smart  buyer"  increases 
the  farther  the  market  moves  away  from  the  competitive  ideal. 

8.  Would  you  concede  that  there  is  considerable  waste  and  mismanagement  in  some 
federal  programs  that  are  fully  governmental  and  not  contracted  out? 

Answer.  Of  course.  Waste  and  mistnanagement  do  not  respect  public-private  boundaries. 
Some  government  programs  (including  the  Postal  Service  in  some  regions  of  the  covmtry) 
are  managed  very  poorly;  some  (like  social  security)  are  models  of  efficiency.  Some 
contracted-out  programs  (like  Department  of  Energy  nuclear  waste  cleanup  contracts) 
are  managed  very  poorly;  some  (like  Medicare)  are  managed  very  well.  If  s  not  the 
public-ness  or  private-ness  of  a  program  tiiat  determines  its  efficiency.  If  s  how  well 
each  program  is  managed. 


9.  Acknowledging  the  existence  of  market  imperfections,  wouldn't  a  move  toward  greater 
market  reliance,  impure  as  it  might  be,  infuse  some  measure  of  competition  into  programs 
and  thereby  eliminate  some  waste? 

Answer:  Absolutely.  The  overwhelming  evidence,  from  experience  both  in  America  and 
abroad,  is  that  competition,  not  private-ness,  is  the  source  of  greater  efficiency.  We  must 
focus  much  more  on  the  performance  of  governmental  programs  and  on  innovative 
strategies  to  improve  it 


10.  If  privatization  isn't  a  cure-all,  isn't  it  a  cure  for  some  of  our  governmental  ilb?  Or 
at  least  a  step  toward  curing  waste  and  inefficiency  in  many  federal  programs? 

Answer:  Yes,  indeed.  Privatization  strategies  have  been  a  source  of  some  of  the  most 
important  improvements  in  government  management  in  the  last  two  generations.  But 
and  this  is  the  critical  point  they  have  also  been  tiie  source  of  some  of  our  most  difficult 
problems.  We  need  to  be  smart  enough  to  figure  out  what  should  be  priv,  .tized  and 
what  should  not  And  we  have  to  be  smart  enough  to  manage  privatized  programs  well. 


Congress  has  legislated,  usually  in  appropriations  bills,  barriers  to  privatization. 
Many  of  these  promsions  are  essentially  "private  sector  lock-out"  provisions. 

11.  Should  the  Budget  process  prohibit  the  Appropriations  Committees  and  other 
committees  from  enacting  private  sector  lock-out  provisions? 

12.  Can  you  think  of  any  legitimate  purpose  these  barriers  to  privatization  might  so  ye? 
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13.  Should  Congress  comprehensively,  lift  legislative  restrictions  or  "lock-outs"  to  make 
privatization  easier? 

Answer.  There  are  two  reasons  that  have  historically  been  advanced  to  prohibit 
privatization.  One  is  to  prevent  privatization  of  core  governmental  functions  that  should 
not  be  privatized.  These  must  be  ncuiintained  and,  as  1  suggested  earlier,  be  clarified.  The 
other  is  to  protect  the  jobs  of  government  workers.  Privatization  should  not  be  advanced 
as  a  strategy  to  bash  government  workers,  but  neither  should  it  arbitrarily  be  prevented 
to  protect  their  jobs.  The  key  principle  is  to  create  a  level  playing  field,  and  then  to  allow 
whoever  can  do  a  job  most  efficiently  and  effectively  to  do  so. 

However,  creating  a  level  playing  field,  as  many  agencies  have  discovered  in  the 
government's  program  to  contract  out  commercial  activities  through  OMB  Circular  A-76, 
can  be  deceptively  difficult  Government  workers  sometimes  have  rightly  complained 
that  they  have  lost  their  jobs  because  the  government  counted  the  full  cost  of  their  fringe 
benefits,  while  private  companies  submitted  low  bids  that  contained  few  if  any  fringe 
benefits.  Such  competition  is  obviously  unfair,  and  tiKe  government  often  ends  up  paying 
the  bills  (including  health  care  costs)  in  the  long  rim. 

Congress  should  focus  program  managers  more  sharply  on  performance  goals.  After 
defining  core  governmental  functions  that  should  not  be  contracted  ou^  it  should  press 
ti\e  executive  branch  to  discover  the  most  effective  and  efficient  way  of  providing  goods 
and  services.  And  it  should  ensure  that  cost  comparisons  are  made  on  a  level  playing 
field.  In  an  era  of  tight  budgets,  however,  there  is  not  case  for  creating  arbitrary  barriers 
to  careful  thinking  about  public  management 


It  has  been  estimated  by  the  Chairman  of  the  Bush  Privatization  Commission  that 
one-fourth  of  the  government  work  force  performs  functions  that  compete  xvilh,  and  are 
similar  to,  work  performed  by  private  business. 

14.  What  steps  could  be  taken  to  lower  that  number? 

15.  Should  agencies  be  required  to  identify  areas  where  the  federal  government  is 
competing  with  the  private  sector  and  either  require  contracting  out  or  require  the  agency 
to  bid  along  with  the  private  sector  for  the  job? 

Answer:  This  is  not  a  credible  estimate.  It  is  certainly  not  the  case  tiiat  one-fourth  of  the 
government  work  force  competes  with  the  private  sector.  It  is  conceivable  that  one  could 
produce  estimates  that  suggest  that  something  like  one-fourth  of  the  government  \\ork 
force  performs  functions  that  "are  similar  to"  work  performed  by  private  business.  That, 
however,  would  require  equating  the  Social  Security  Administration's  check  processing 
operation  with  an  insurance  company's,  NASA's  space  shuttle  with  private  space 
ventures,  or  the  National  Park  Service  witi\  paper  and  lumber  companies. 
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That  would  produce  comparisons  that  to  be  frank,  are  neither  equivalent  nor  useful.  The 
vast  majority  of  government  employees  is  involved  with  three  functions:  core  functions 
of  government  (like  conducting  foreign  policy  or  collecting  taxes);  managing  entitiement 
programs  (like  the  Department  of  Healtii  and  Human  Services  and  the  Social  Security 
Administration);  overseeing  contracts  (like  the  Departments  of  Defense  and  Energy);  or 
providing  services  (like  the  Departments  of  Veterans  Affairs  and  Agriculture).  The 
public-private  comparison  suggested  by  the  Chairman's  statement  is  too  strained  to  be 
useful. 

It  is  indeed  possible  that  government  services  could  be  delivered  more  cheaply  and  more 
effectively  if  more  services  were  contracted  out  Increasing  the  level  of  contracting  out, 
however,  ought  not  be  the  government's  immediate  goal;  that  would  surely  miss  the 
forest  for  the  trees.  Government's  goal,  rather,  ought  to  be  maximizing  the  performance 
of  its  programs.  Privatization  strategies,  including  contracting,  represent  one  —  but  not 
the  only  and  not  always  the  best  —  answer.  But  tiie  debate  ought  to  hinge  fundamen- 
tally on  how  best  to  do  government's  work,  not  simple-mindedly  or  arbitrarily  to 
increase  contracting  out  for  its  own  sake. 


16.  What  opportunities  xvould  a  comprehensive  review  and  implementation  policy  give 
taxpayer/consumers  who  require  government  services? 

Answer:  A  careful  analysis  of  the  provision  of  government  services  needs  to  focus  on 
what  is  to  be  done  and  how  best  to  do  it  Privatization  and  contracting  out  ought  to  be 
tools  toward  that  end,  not  ends  in  themselves. 


17.  Could  privatization  introduce  choice  into  the  way  our  government  services  are 
provided? 

Answer:  Undoubtedly.  It  is  competition  among  alternative  sources  of  services  that 
enlivens  private  markets.  At  least  a  taste  of  competition  could  do  the  s£une  for  many 
public  services  as  well.  The  New  Zealand  government  for  example,  relies  on 
"competitive  tendering,"  in  which  there  are  alternative  suppliers  (public  «md  private)  of 
many  services.  Competition  works  to  lower  costs  and  maximize  quality. 


18.  How  does  choice  give  consumers  of  social  services  the  benefit  of  market  place 
competition? 

Answer:  In*fact,  consumers  of  social  services,  especially  among  the  poor,  typically  have 
relatively  little  choice  in  the  services  they  receive.  There  frequently  is  competition  among 
potential  social  service  providers  (often  nonprofit  organizations)  for  government 
contracts.  Service  recipients,  however,  rarely  can  choose  the  provider  who  delivers 
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services  to  tiiem.  To  offer  choice  would  require,  at  least  for  the  short-  and  medium-term, 
a  far  higher  investment  in  social  service  programs  to  create  more  service  providers.  The 
nation  does  not  now  seem  inclined  to  make  such  an  investment 


It  has  been  suggested  that  toe  can  provide  three  housing  units  loith  vouchers  for 
every  housing  unit  that  is  provided  by  building  public  housing  projects. 

19.  Should  low  income  families  be  furnished  housing  vouchers  so  they  can  select  living 
accommodations  of  their  choice? 

Answer:  Jf  there  is  anything  we  have  discovered  over  Qxe  last  generation,  it  is  that 
concentrtjted  pubUc  housing  is  a  bad  bet  What  is  less  clear  is  that  vouchers,  in 
tiiemselves,  would  solve  the  problem.  If  tiiey  led  to  similar  concentrations  of  the  poor 
in  low-cost  but  low-quality  housing,  in  areas  with  few  job  opportunities,  creating  choice 
might  only  produce  continued  crisis.  It  is  certainly  worth  experimenting  with  vouchers: 
to  provide  low-income  families  with  more  choice  about  their  living  accommodations;  to 
encourage  potential  suppUers  of  low-income  housing  to  produce  high-quality,  low-cost 
accommodations;  and  to  break  down  the  concentrations  of  the  poor  within  inner  cities 
that,  in  itself,  is  part  of  the  problem.  But  the  experiment  would  have  to  be  conducted  as 
an  experiment  with  clear  rules,  tough  oversight^  and  careful  measurement  of  results.  The 
government  cannot  put  vouchers  on  the  street  and  walk  away  from  the  program.  That 
risks  taking  an  admittedly  bad  situation  and  making  it  worse.  Vouchers,  just  like 
contracts^,  have  to  be  managed  smart 


It  has  been  suggested  that  giving  public  school  students  vouchers  would  inject 
competition  into  the  system.  Public  schools  on  average  cost  $5,400  per  student  per  year; 
private  schools  cost  $3,900. 

20.  Do  you  see  vouchers  as  a  privatization  tool  to  improve  education? 

Answer:  These  averages  hide  more  than  they  reveal.  There  are  very  expensive  and  very 
cheap  public  schools.  Some  private  schools  provide  luxury-level  services  and  some  are 
small,  virtually  one-room  operations.  These  comparisons  do  not  in  themselves  make  a 
case  for  school  choice.  In  any  case,  it  is  not  clear  that  school  choice  or  educational 
voucher  programs  would  necessarily  lower  costs. 

The  most  extensive  study  of  school  choice  to  date  has  been  conducted  on  the  city  of 
Milwaukt;e's  school  choice  experiment  by  University  of  Wisconsin-Madison  political 
science  pjofessor  John  Witte.  Professor  Witte  has  found  that  school  choice  provided 
opportunities  for  families  whose  children  could  not  otlierwise  have  afforded  private 
school.  It  improved  attitudes  toward  school  and  increased  parental  involvement 
Children  in  the  school  choice  program,  however,  have  not  demonstrated  an  increase  in 
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achievement  For  a  variety  of  reasons,  attrition  from  the  choice-based  schools  has  been 
very  high.  Professor  Witte  discovered  that  of  those  students  who  have  entered  the 
program  since  1990,  56  percent  have  not  remained  in  the  schools  until  that  schools  top 
grade.  The  Milwaukee  program  has,  to  date,  been  intriguing,  but  it  certainly  has  not 
been  an  unqualified  success. 

Vouchers  are  worth  experimenting  with.  But  they  need  to  be  carefully  monitored  and 
managed  smart  And  the  governments  using  them  have  to  keep  their  eyes  on  the  bottom 
line.  It  is  the  level  of  performance,  not  the  creation  of  the  vouchers,  that  ought  to  be  the 
ultimate  test  On  that  issue,  the  jury  is  still  out 


21.  Are  there  other  areas  where  vouchers  could  inject  "choice"  into  the  process  and  make 
government  more  efficient? 

Answer.  Experiments  with  the  food  stamp  program,  especially  with  "smart  cards,"  and 
with  job  training  programs  are  certainly  worth  pursuing. 


Privatization  need  not  solely  mean  turning  over  government  functions  to  the 
private  sector.  In  many  cases,  it  may  simply  mean  returning  to  the  market  functions  that 
the  government  chose  -  but  was  not  required  -  to  assume. 

Response:  Government  is  not  required  to  perform  an\i  function.  Owei  the  centuries, 
however,  both  pragmatic  and  philosophical  thinking  (from  Hobbes  and  Locke  to  the 
Founders  of  the  Constitution)  has  led  citizeris  to  agree  that  government  ought  to  perform 
certain  core  functions.  What  government  does  today  is  what  its  elected  representatives, 
on  behalf  of  its  citizens,  decide  it  ought  to  do.  That  can  be  changed  at  any  moment  by 
a  chs-ige  in  the  consensus  for  government  action  and  a  shift  to  deciding  that  the  private 
sector  ought  to  take  on  some  functions  once  again.  Hence,  the  statement  "that  the 
government  chose  —  but  was  not  reqixired  —  to  assume"  is  not  a  good  characterization 
of  the  process. 

12.  Which  government  enterprises  or  assets  do  you  think  are  most  ready  to  be  sold 
outright? 

Answer.  See  the  answer  to  question  6  above. 

23.  Which  government  programs  should  be  converted  into  vouchers? 
Answer:  See  the  answer  to  questions  19,  20,  and  21. 


8 


598 

24.  Which  government  enterprises  could  be  privatized  by  giving  the  employees  an 
opportunity  to  buy  stock  in  the  privatized  entity? 

25.  Are  there  entities  that  would  best  be  privatized  by  creating  an  Employee  Stock 
Ownership  Plan  (ESOP)? 

Answer:  Both  questions  refer  to  policy  options,  proposed  by  the  Clinton  Administration 
among  others,  to  allow  federal  government  employees  to  join  together,  and  purchase 
their  operation,  and  share  in  the  profits  it  creates.  The  option  has  been  advanced  most 
aggressively  to  deal  with  the  government's  efforts  to  contract  out  more  progrtuns.  The 
idea,  according  to  the  administration's  National  Performance  Review,  "is  to  change  the 
workplace  culture  by  creating  incentives  for  cost-effective  services  and  to  mitigate  the 
adverse  impacts  of  an  agency  decision  to  convert  to  private-sector  performance."^ 

There  are  three  things  that  must  be  noted  about  strategies  like  Employee  Stock 
Ownership  Plans  (ESOPs).  First,  although  the  strategy  has  been  used  quite  extensively 
in  the  private  sector,  its  application  to  the  public  sector  is  more  difficult  and  complex. 
The  federjil  government  after  all,  does  not  have  stock  to  be  purchased  by  employees.  A 
federal  ESOP  would  work  like  this: 

•  An  agency  would  identify  a  function  ti\at  could  be  contracted  out 

•  Federal  employees  could  then  form  a  private  organization  that  could  bid 
on  the  project 

•  If  the  employee  organization  was  the  successful  bidder,  any  profits  the 
organization  made  would  be  distributed  among  the  employee-owners. 

•  If  the  employee  organization  was  not  the  successful  bidder,  the  employees 
would  lose  their  jobs. 

This  is  a  very  different  approach  from  a  private  corporation's  employees  buying  out  the 
stock  of  the  corporation  as  part  of  a  reorganization  plan,  and  it  should  tiierefore  not  be 
confused  with  private-sector  ESOPs. 

Second,  federal  ESOPs  are  quite  new  in  concept  and  have  virtually  no  track  record.  It 
would  be  useful  to  license  several  experiments,  but  it  would  be  very  risky  to  embrace 
tiiem  as  a  full-fledged  strategy  without  corrsiderably  more  evidence  on  their  costs  and 
benefits. 

Finally,  ESOPs  are  expensive  to  create  and  maintain.  Legal,  accounting,  and  actuarial 
expenses  can  be  quite  substantial.  The  National  Performance  Review  estimates  that  initial 
costs  for  even  small  federal  ESOPs  could  amount  to  $50,000,  and  annual  administrative 
costs  could  total  $100,000.  The  costs  are  relatively  fixed  and  could  be  efficiently  borne 
only  by  relatively  large  organizations.*  It  is  not  a  strategy,  therefore,  that  even  potentially 
fits  many  federal  functions. 

Nevertheless,  experiments  would  be  worthwhile.  Commercially  available  functions  — 
those  fiinctions  where  hvely  and  competitive  private  markets  already  exist  —  are  flie 
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logical  place  to  start  Real  estate  management  activities  in  the  General  Services 
Administration  is  one  potential  opportunity.  So,  too,  are  commercially  available 
functions  like  warehouse  and  maintenance  functions  supporting  the  nation's  military 
operations. 

The  efisiest  way  to  encourage  ESOP  experiments  would  be  to  {imend  the  OMB  Circular 
A-76  process  to  encourage  ESOPs  as  part  of  the  cost  comparison  process. 

26.  What  government  services  should  agencies  have  to  open  up  and  compete  with  the 
private  sector? 

Answer:  The  government  should  encourage  greater  competition  for  commercially 
available  functions  that  are  not  inlierently  governmental.  Many  such  activities,  especially 
in  food  and  janitorial  services,  have  already  been  successfully  opened  up  for 
competition.  They  provide  competitive  markets,  with  many  suppliers  and  many  buyers, 
that  help  minimize  market  imperfections  created  by  few  buyers  or  few  sellers.  The  OMB 
Circular  A-76  process  should  be  revised  to  encourage  more  competition  of  this  sort 

Moreover,  the  Department  of  Defense's  Commission  on  Roles  fmd  Missions,  estabUshed 
by  Congress  to  improve  the  operation  of  the  military,  is  now  considering  recommending 
a  significant  expansion  of  privatization  for  commercially  available  functions.  Functions 
such  as  payroll,  accounting,  management  information  services,  and  health  care  could  all 
potentiaily  be  cheaper  and  more  effective  if  provided  by  the  private  sector. 

Commission  member  Franklin  Raines  has  quite  rightly  argued  that  "The  burden  of  proof 
in  the  future  should  be  on  why  something  shouldn't  be  privatized  rather  than  why  it 
should."''  Commercially  available  functions  should  be  the  first  stop  for  more  careful 
analysis  and  expansion  of  competition.  The  government  needs  to  rrutke  sure  it  manages 
such  programs  carefully,  but  it  does  not  need  to  perform  all  of  these  functions  itself. 


The  Administration  is  talking  in  some  cases  about  " corporatization"  rather  than 
"privatization." 

27.  What  is  the  difference? 

Answer:  The  distinction  is  mainly  rhetorical.  Some  analysts  use  "privatization"  orUy  for 
those  functions  in  which  the  government  completely  divests  itself  of  responsibility. 
Others  (including  me)  use  it  as  a  broad  strategy  encompassing  many  options,  ranging 
from  complete  divestiture  to  contracting  out  (See  Figure  2  in  my  prepared  testimony  for 
an  illustration  of  the  range  of  options.)  The  label  matters  far  less  than  the  distinctions: 
"corporatization"  (transferring  government  responsibility  from  a  government  agency  to 
a  government  corporation)   potentially  incorporates  more  market  competition  into 
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operations  than  direct  provision  of  services,  but  not  as  much  as  transferring  the  function 
completely  into  the  private  sector. 


28.  What  are  the  pros  and  cons  of  forming  a  government  corporation? 

Answer:  Sorting  through  the  options  on  creating  goverrunent  corporation  is  difficult 
because  there  is  no  consensus  on  what  such  organizations  are.  Some  are  owned  by 
private  stockholders,  while  others  are  owned  by  the  government  Some  are  enterprises 
(financed  by  revenues  generated  by  their  activities),  while  others  are  financed  directly 
by  the  government  Some  are  controlled  by  the  basic  legislation  in  the  field,  the 
Government  Corporation  Control  Act  while  others  (such  as  the  U.S.  Postal  Service  and 
the  Corporation  for  Public  Broadcasting)  are  not  listed  in  the  act 

The  biggest  "pro"  of  establishing  a  government  corporation  is  to  gain  operating 
flexibility.  Corporations  generally  are  exempt  from  some  (or  most)  federal  budgetary, 
procurement,  and  personnel  rules.  This  flexibility  can  allow  the  government  corporation 
to  do  things  (like  pay  employees  a  competitive  s«dary  or  budget  for  long-term  capital 
projects)  that  federal  agencies  cannot  In  particular,  government  corporations  typicaUy 
are  exempt  from  discretionary  spending  caps  in  the  budget  and  often  have  the  ability 
to  raise  revenue  from  tiieir  operations.  Freedom  from  federal  budgetary  restrictions  is 
among  the  most  prized  forms  of  flexibihty  that  the  corporation  form  offers. 

Because  a  "government  corporation"  is  not  a  clearly  defined  entity,  however,  there  is  no 
standard  set  of  rules  that  ensure  good  management  and  sound  financial  accounting. 
Moreover,  tiieir  quasi-public,  quasi-private  status  often  creates  accountability  problems. 
Some  government  corporations  have  found  it  convenient  to  hide  behind  their  quasi- 
govemment  public  to  insulate  themselves  from  private-sector  competition,  and  to  use 
their  quasi-private  status  to  protect  tiiemselves  from  political  oversight* 

There  are  two  lessons  from  our  experience  with  government  corporations.  One  is  that 
Congress  needs  to  take  a  careful  review  of  this  organizational  form  to  ensure  political 
accountability  and  financial  control.  The  other  is  that  the  gove  nment  corporation 
represents  an  unstable  balance  between  private  competition  and  pubhc  power.  It  is  a 
model,  tiierefore,  that  must  be  carefully  tailored  to  the  right  policy  problem. 

One  intriguing  proposal  for  a  new  quasi-public  corporation  is  a  plan  to  create  "The 
Forrestal  Corporation."  The  Forrestal  Corporation  would  act  as  an  intermediary  between 
the  government  which  owns  substantial  energy  facihties,  and  the  private  sector,  which 
under  the  right  circumstances  might  be  interested  in  purchasing  these  facilities  for 
operation  at  a  profit  Such  transfers  often  require  careful  study,  technical,  and  financial 
assistance.  The  corporation  would  act  as  a  hybrid  to  help  bridge  Qxe  gap  between  federal 
efforts  to  sell  off  govemment-ovsned  facilities  and  private  sector  interest  in  buying  them. 
The  strategy  deserves  a  chance  to  prove  its  wortii,  perhaps  on  an  experimental  basis 
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with  Departmoit  of  Defense-owned  facilities. 

29.  Is  that  a  ruse  to  avoid  privatization  or  a  stepping  stone  to  nuike  it  happen? 

Answer.  Neither.  The  creation  of  government  corporations  has  most  often  had  roots  in 
pragmatism:  to  escape  troublesome  government  rules;  to  compete  more  effectively  for 
resources  and  skilled  people;  and  to  provide  greater  operating  flexibility.  Govenunent 
corporations  have  tended  to  occupy  an  uneasy  middle  groiuid  between  direct 
government  provision  of  services  and  no  government  role  at  all  because  government 
officials  have  been  unwilling  to  choose  either  extreme.  In  creating  government 
corporations,  public  officials  have  typically  been  unwilling  to  turn  a  function  completely 
over  to  the  private  sector.  Once  created,  such  govenunent  corporations  rarely  transform 
into  fully  privatized  orgaiuzations. 
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Good  inorning  Mr.  Chairman,  members  of  the  Committee.  My  name  is 
Barry  Krasner  an(?  I  am  the  President  of  the  National  Air  Traffic 
Controllers  Association  (NATCA).  Our  organization  is  the  exclusive 
representative  of  the  nation's  15,231  air  traffic  controllers.  These  dedicated 
men  and  women  operate  the  FAA's  air  traffic  control  towers,  TRACONS 
and  air  route  traffic  control  centers  ~  24  hours  per  day,  365  days  per  year. 

We  welcome  the  opportmiity  to  meet  with  you  today  to  discuss  this  most 
important  issue  —  Privatization. 

Although  NATCA  is  on  record  supporting  the  "concept"  of  a  government 
corporation  for  air  traffic  control,  we  remain  open  to  any  and  all  views  that 
would  assist  us  in  providing  better  service  to  all  users  —  so  long  as  the 
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NATCA  strongly  opposes  any  effort  to  privatize  air  tragic  control.  We 
firmly  believes  that  air  tragic  control  and  aviation  safety  are  inherent 
governmental  functions  and  continued  government  "ownership"  is  a  MUST. 

We  fully  understand  the  Budget  pressure  that  drives  this  ongoing 
debate.  However,  prior  to  considering  the  drastic  jump  into  a  private 
structure,  two  questions  must  be  asked:  (1)  can  a  privatized  air  traffic 
control  system  provide  better  and  safer  services?  and,  (2)  are  the  savings 
worth  the  risk?  NATCA  contends  that  the  answer  to  both  of  these  pivotal 
questions  is  a  resounding  NO. 

First,  the  American  ATC  system  is  the  envy  of  the  world.  It  is  by  far  the 
largest  and  the  safest.  Secondly,  the  American  system  is  currently  50% 
funded  by  user-fees.  So  it  would  be  impossible  to  experience  those  significant 
savings,  that  would  make  the  risk  worthwhile. 

The  privatizing  of  the  American  air  traffic  control  system  is  a  BAD  idea, 
whose  time  has  yet  to  arrive. 

A  private  corporation,  either  for-profit  or  not-for-profit,  will  make 
SAFETY  answerable  to  the  bottom  line.  It  is  a  well  known  phenomena,  that 
when  corporations  in  the  private  sector  experience  cash  flow  problems,  the 
safety  envelope  deteriorates.  This  situation  would  become  exacerbated  if  the 
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controlling  board  of  directors  was  largely  composed  of  airline  executives. 
Today,  air  trafflc  controllers  always  place  the  safety  of  the  flying  public 
ahead  of  efficiency.  In  a  private  ATC  corporation,  with  strong  airline 
influence,  we  could  be  forced  to  reverse  those  priorities.  Currently, 
controllers  are  able  to  stand-up  and  speak  out  on  safety  issues  because  of 
strong  whistle  blower  protection.  That  protection  may  be  missing  in  a 
private  corporation.  Along  those  same  lines,  the  FAA's  air  trafflc  controllers 
are  the  best  trained  and  most  qualifled  in  the  world.  Controller  training  and 
preparedness  to  handle  routine  and  emergency  situations  in  all  conditions 
are  exceptional.  Will  a  private  corporation,  with  its  eye  to  the  bottom-line, 
produce  air  traffic  controllers  as  well  prepared?  We  would  have  our  doubts. 

We  are  also  very  concerned  about  a  pricing  concept  that  would  either 
squeeze  general  aviation  out  of  the  system;  or,  would  make  it  advantageous 
for  them  to  forego  air  traffic  services.  To  many  this  Mill  seem  to  be  an 
economic  issue;  but,  to  air  traffic  controllers,  it  is  a  very  real  safety  issue. 

Another  issue,  in  regards  to  a  private  corporation,  is  the  private 
corporation  employees'  right  to  strike.  NATCA  would  expect  all  organized 
employees  in  the  private  corporation  to  retain  the  right  to  strike.  It  is  our 
understanding  that  the  Department  of  Defense  and  many  airlines  have 
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already  voiced  concern  over  this  issue.  While  we  were  willing  to  forego  the 

right  to  strike,  in  exchange  for  binding  arbitration,  in  a  government 

corporation  —  we  would  not  be  willing  to  accept  that  exchange  in  a  private 

corporation. 

As  may  know,  NATCA  is  "on  record"  supporting  the  Administration's 
plan  to  restructure  ATC  as  a  government  corporation.  Currently,  that 
remains  our  oHicial  position.  We  expect  that  if  their  proposed  legislation 
closely  follows  last  May's  plan  —  we  would  continue  our  support. 

We  are  much  more  comfortable  with  this  less  drastic;  but,  still  dramatic 
approach  to  restructuring  ATC.  Government  would  retain  control  and 
ownership  of  the  "system",  while  certain  budget  savings  could  be 
experienced.  Perhaps  the  best  of  both  worlds. 

Many  ask,  why  we  would  support  such  a  dramatic  overhaul  of  the 
status-quo.  The  answer  is  very  simple  —  the  status-quo  is  not  working.  The 
FAA's  safety  mission  is  being  hampered  by  the  ongoing  budget  crisis.  Too 
few  air  traffic  controllers  are  being  asked  to  manage  too  much  air  traffic. 
Because  of  this  budget  shell-game,  the  DoT/FAA  continues  to  be  allowed  to 
pass-off  staff  specialists  and  supervisors,  as  air  traffic  controllers.  The  fact 
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of  the  matter  is,  there  are  15,231'  air  traffic  controllers  today,  compared 
to  the  16,375^  controllers  working  just  prior  to  the  strike  in  1981.  Yet  air 
traffic  has  grown  by  near  30%  during  that  same  period. 

Very  busy  air  traffic  control  facilities  are  experiencing  staffing  shortages 
and  are  not  being  augmented  by  overtime  to  overcome  the  shortage.  New 
York  Center,  for  example,  is  currently  authorized  305  air  traffic  controllers. 
Of  which  only  229  have  reached  the  threshold  of  Full  Performance  Level 
(FPL)  status.  This  status  allows  management  full  flexibility  in  staffing,  since 
the  FPL  can  operate  any  and  all  positions  in  a  Sector. 

Prior  to  the  1981  controllers'  strike.  New  York  Center  vras  authorized 
514  air  traffic  controllers,  of  which  403  were  FPLs. 

To  alleviate  this  troubling  downward  staffing  spiral.  New  York  Center 
relocated  12  sectors  to  Boston  and  Washington  Centers.  In  spite  of  this 
extraordinary  step,  the  smaller  New  York  Center  is  now  working  20%  more 
traffic,  than  the  larger  New  York  Center  worked  in  1981.  Their  traffic  is 
forecasted  to  grow  an  additional  13%^  by  the  end  of  the  century. 


'  Administrator's  Fact  Book,  January  1995 

^NTSB  Special  Investigation  Report,  Adopted  December  8,  1981. 

'  Document,  FAA-APO-94-8 . 
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New  York  Center  management  and  New  York  Center  NATCA  prepared 
a  study^  in  which  they  make  the  following  extraordinary  statements; 

"...that  current  Air  Traffic  Control  Specialist  (ATCS)  resources, 

assignable   to   operational   positions,    do   not   meet   the   minimum 

operational     profile^     or     provide     sufficient     latitude     for     the 

accomplishment     of     mandatory     ancillary     ATCS     obligations'" 

[EMPHASIS   ADDED]   and,    "...   the  expenditure  of  overtime  is 

necessary  to  maintain  the  integrity  of  the  ATC  operation  and  provide 

for  the  fulfillment  of  compulsory  supplemental  ATCS  responsibilities". 

What  you  have  to  understand  is,  that  when  we  are  speaking  of  New 

York  Center,  we  are  discussing  one  of  the  busiest  ATC  facilities  in  the 

world.  This  facility  controls  more  than  30,000  sq.  miles  of  the  busiest 

airspace  in  the  world  —  the  Northeast  Corridor.  This  is  the  air  traffic 

control  platform  for  all  of  the  major  cities  on  the  east  coast  and  in  the  NE 

United  States. 

We  believe  that  adequate  and  stable  staffing  allotments,  along  with  a 
wise  technology  acquisition  program,  will  enhance  the  safety  envelope  for 


*    New    York    Center,    Air    Route    Traffic    Control 
Center. . .Human/Fiscal  Resource  Analysis. 


608 
our  nation's  air  traffic  control  system.  Unfortunately,  these  items  are  not 
present  in  today's  system.  NATCA  believes  that  a  government  corporation 
for  air  traffic  control,  would  help  assure  that  they  are  present  in  the  System 
of  the  future. 

I  am  not  here  to  slam  the  FAA.  They  are  doing  the  best  job  possible, 
with  the  resources  available  to  them.  But  the  fact  remains,  too  few  air 
traffic  controllers  are  working  too  many  aircraft. 

Mr.  Chairman,  again  thank  you  for  this  opportunity  to  participate  in 
this  most  important  debate. 
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STATEMENT  BY  BERT  ELY  WITH  REGARD  TO  TESTIMONY 
DELIVERED  TO  THE  SENATE  BUDGET  COMMITTEE  BY  THE 
HONORABLE  RICHARD  C.  BREEDEN  ON  MARCH  7,  1995 

On  March  7,  1995,  the  Senate  Budget  Committee  held  a  hearing  to  receive 
testimony  regarding  various  federal  assets  and  activities  that  could  be  candidates  for 
privatization.   The  Honorable  Richard  C.  Breeden,  former  Chairman  of  the  Securities 
and  Exchange  Commission  and  now  Chairman,  International  Financial  Services,  of 
Coopers  &  Lybrand,  L.L.P.,  testified  on  several  aspects  of  the  privatization  issue, 
including  privatizing  the  Federal  Deposit  Insurance  Corporation  (FDIC).   Knowing  of 
my  interest  in  deposit  insurance  issues.  Committee  Chairman  Pete  Domenici  invited  me 
to  submit  a  statement  to  the  Committee  commenting  on  Mr.  Breeden's  proposal  for 
privatizing  the  FDIC.   Specifically,  Chairman  Domenici  asked  me  to  contrast  Mr. 
Breeden's  proposal  with  the  cross-guarantee  concept  for  privatizing  banking  regulation 
and  its  attendant  deposit  insurance  risk  that  I  have  helped  to  develop.   The  following  is 
the  statement  that  Chairman  Domenici  has  requested. 


Mr.  Breeden  is  to  be  commended  for  presenting  a  specific  proposal  that 
addresses  a  situation  that  troubles  many  members  of  Congress  --  the  enormous  contingent 
liability  federal  deposit  insurance  poses  to  the  federal  government,  and  to  thj  American 
taxpayer.   Insured  deposits  in  FDIC-insured  banks  and  thrifts  totalled  almost  $2.6  trillion 
at  the  end  of  1994.   The  National  Credit  Union  Share  Insurance  Fund  insures  another 
$250  billion  of  deposits  in  credit  unions. 

In  addressing  the  deposit  insurance  issue,  Mr.  Breeden's  written  testimony  made 
the  very  important  point  that  "...  there  is  nothing  intrinsically  governmental  in 
providing  insurance  of  anything  to  anyone."   I  will  go  beyond  Mr.  Breeden's  testimony 
and  state  that  insurance  is  a  highly  inappropriate  service  for  any  government  to  provide 
since  the  essence  of  the  insurance  function,  assessing  and  managing  risk,  requires  tough 
decision-making  that  runs  counter  to  the  strong  tendency  of  government,  which  is  all  too 
often  to  protect  people  ft"om  the  consequences  of  unwise  risks  they  have  undertaken.   In 
situations  where  the  insurer  must  be  tough,  the  government  is  quite  often  a  soft  touch. 
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It  is  the  inherent  conflict  between  governance  and  insurance  that  underlies  an 
important  observation  Mr.  Breeden  made  t^out  federal  deposit  insurance  ~  "[It]  has  also 
been  politicized  to  an  unhealthy  degree,  with  divisions  regarding  the  level  of  coverage 
and  the  pricing  of  coverage  being  made  in  Congressional  committees  rather  than  in  the 
marketplace."   Any  government  insurance  program  will  inevitably  become  politicized 
because  the  seemingly  harsh  decisions  a  sound  insurer  must  sometimes  make  are  the  very 
kinds  of  decisions  firom  which  high-risk  insureds  seek  relief  in  the  political  marketplace. 

An  Analysis  of  the  Breeden  Proposal 

While  I  agree  with  much  of  Mr.  Breeden's  analysis  of  the  deposit  insurance 
problem,  I  strongly  disagree  with  the  two  recommendations  he  offered  to  the 
Committee  for  resolving  this  problem  —  limiting  deposit  insurance  coverage  and  shifting 
the  FDIC  from  the  primary  insurer  of  deposits  to  a  reinsurer  of  private  deposit  insurers 
with  the  thought  that  the  FDIC,  as  a  corporate  entity,  might  eventually  be  privatized. 
Mr.  Breeden's  two  proposals  are  irreparably  flawed,  for  the  following  reasons: 

Limiting  coverage.   Mr.  Breeden  proposes  that  federal  deposit  insurance 
coverage  be  dropped  from  the  present  100%  of  the  first  $100,000  of  the  amount  a 
depositor  has  on  deposit  in  a  bank  or  thrift  to  a  lesser  percentage  of  that  amount,  starting 
with  the  first  dollar  of  deposit.   This  essentially  is  a  co-insurance  proposal  comparable  to 
the  structure  of  deposit  insurance  in  the  United  Kingdom.   Mr.  Breeden  suggests  a  75% 
coverage  ratio;  that  is,  the  FDIC  would  insure  just  75%  of  a  depositor's  balance  in  a 
bank  or  thrift,  up  to  $100,000.   Therefore,  the  depositor  would  bear  25%  of  any 
insolvency  loss  in  a  failed  bank  in  which  he  or  she  had  $100,000  or  less  on  deposit;  the 
FDIC  would  bear  the  rest  of  the  loss. 

An  example  will  best  illustrate  how  Mr.  Breeden's  coinsurance  proposal  would 
work.   Mrs.  Agnes  Jones,  a  92-year  old  widow,  is  blind,  confined  to  a  wheelchair,  has  a 
fifth-grade  education,  and  lives  15  miles  from  the  nearest  town,  which  has  just  two 
banking  facilities:   one  small  independent  bank  and  a  branch  of  a  bank  with  assets  of 
$150  billion.   The  widow  Jones  has  her  entire  life  savings  of  $12,000  on  deposit  in  the 
small  bank,  which  fails  due  to  a  local  economic  depression.   The  insolvency  loss  in  the 
bank  equals  30%  of  its  deposits,  or  $3,600  in  the  case  of  widow  Jones  ($12,000  x  30%). 
Under  Mr.  Breeden's  proposal,  the  FDIC  would  absorb  $2,700  of  that  loss  ($3,600  x 
75%)  and  the  widow  Jones  would  bear  the  other  $900  of  the  loss  ($3,600  x  25%).   Mrs. 
Jones's  loss  would  reduce  her  life  savings  to  $11,100  ($12,000  -  $900).   Assuming  that 
she  had  been  earning  a  5  %  interest  rate  on  her  deposit,  her  loss  would  wipe  out  the 
previous  18  months  of  interest  that  she  had  earned  on  her  deposit. 

Mr.  Breeden  argued  in  the  "written  testimony  he  submitted  to  the  Committee  that 
"The  depositor  must  take  some  responsibility  for  whether  he  or  she  deposits  funds  in  a 
weak  or  strong  institution."   The  widow  Jones,  of  course,  erred  by  depositing  money  in 
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a  weak  bank;  therefore,  under  Mr.  Breeden's  proposal,  she  must  suffer  the 
consequences.   Of  course,  she  also  made  the  mistake  of  depositing  her  life's  savings  in  a 
bank  that  was  small  enough  to  liquidate;  had  she  deposited  her  $12,000  in  a  bank  that 
was  too-big-to-fail  (TBTF)  that  nonetheless  had  become  insolvent,  then  the  Secretary  of 
the  Treasury,  acting  upon  a  recommendation  voted  upon  by  two-thirds  of  the  Board  of 
Directors  of  the  FDIC  and  the  Board  of  Governors  of  the  Federal  Reserve  System  and 
after  consulting  with  the  President,  could  invoke  the  'systemic  risk'  exception  of  the 
Federal  Deposit  Insurance  Act  (12  U.S.C.  §1823 (c)(4)(G))  to  protect  all  depositors  and 
other  creditors  of  that  bank.   Mrs.  Jones  would  not  have  suffered  any  loss.   Whether  we 
like  it  or  not,  TBTF  is  and  will  continue  to  be  a  reality  of  the  industrialized  world. 

In  fact,  avoiding  the  liquidation  of  large  banks,  or  of  large  businesses  of  any 
type,  is  sound  public  policy  due  to  the  economic  losses  that  occur  when  the  'going 
concern"  value  of  a  business  is  destroyed  through  the  liquidation  process.   The  challenge 
of  dealing  with  the  reality  of  TBTF  is  developing  market-driven  incentives  that  will 
protect  the  taxpayer  from  the  expense  of  protecting  creditors  of  TBTF  institutions.   Mr. 
Breeden's  co-insurance  proposal  does  not  provide  those  incentives,  as  I  will  discuss 
below.   Because  the  continuing  consolidation  of  the  banking  industry  is  shifting  a 
growing  percentage  of  its  deposits  into  TBTF  banks,  the  lack  of  market-driven  incentives 
to  prevent  taxpayer  bailouts  of  these  institutions  should  be  a  growing  public  policy 
concern. 

Mr.  Breeden  contends  that  by  'establishing  a  deductible  [a  coinsurance 
requirement],  the  'moral  hazard'  in  U.S.  deposit  insurance  would  be  mitigated."   I 
strongly  disagree,  for  the  moral  hazard  in  deposit  insurance  does  not  arise  from  the 
widow  Joneses  of  the  world  not  being  sufficiently  vigilant  about  the  banlcs  in  which  they 
deposit  their  money.   Instead  the  moral  hazard  in  fact  is  a  "regulatory  moral  hazard;" 
that  is,  government  regulators  who  are  much  better  positioned  and  usually  more  qualified 
to  monitor  the  health  of  banks  and  thrifts  and  empowered  to  prevent  the  failure  of  tl.ese 
institutions  have  failed  to  do  their  job  properly  or  in  a  timely  manner.   In  effect,  Mr. 
Breeden,  in  suggesting  a  co-insurance  "deductible,"  is  proposing  that  the  92-year-old 
blind,  handicapped,  and  poorly  educated  widows  of  America  be  relied  upon,  among 
others,  to  wake  up  sleepy,  irresponsible  government  regulators  by  running  from  a 
troubled  bank.   Co-insurance  is  not  the  way  to  address  the  very  real  problem  of 
regulatory  moral  hazard.   I  will  discuss  below  how  the  cross-guarantee  concept  can  solve 
that  problem  much  more  efficiently  and  humanely  than  Mr.  Breeden's  co-insurance 
proposal. 

Perhaps  in  recognition  of  the  Widow  Jones  problem,  Mr.  Breeden  anticipates 
that  private  insurers  would  step  forward  to  co-insure  the  25  %  of  deposits  not  insured  by 
the  FDIC  and  to  provide  supplemental  insurance  for  100%  of  deposits  above  the  federal 
deposit  insurance  cutoff  (presently  $1(X),0(X)).   His  written  testimony  did  not  state 
whether  this  insurance  would  be  purchased  by  the  bank  or  by  individual  de]X)sitors; 
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either  way,  it  creates  a  free-rider  problem  with  regard  to  TBTF  banks.   That  is,  a  bank 
that  thinks  it  is  TBTF  (which  probably  means  it  is  TBTF)  or  depositors  in  a  bank  that  the 
depositors  thinks  is  TBTF  would  be  wasting  their  money  by  buying  co-insurance  or 
supplemental  insurance.   Only  smaller  community  banks  that  clearly  are  too-small-to- 
save  (TSTS)  and  depositors  in  those  banks  would  feel  compelled  to  buy  co-insurance  and 
supplemental  insurance.   This  felt  need  on  the  part  of  TSTS  banks  and  their  depositors 
will  put  them  at  a  competitive  cost  disadvantage  vis-a-vis  TBTF  banks  because  smaller 
banks  and  their  depositors  will  have  to  bear  an  operating  cost  for  co-insurance  and 
supplemental  insurance  that  TBTF  banks  and  their  customers  will  not  suffer. 

If  Congress  assumes  that  the  co-insurance  Mr.  Breeden  anticipates  will  be  bought 
by  individual  depositors.  Congress  must  recognize  that  after  every  banking  crisis  caused 
by  regulatory  moral  hazard,  it  will  be  flooded  with  heart-rending  stories  id)out  the  widow 
Joneses  and  the  orphan  Smiths  that  did  not  understand  the  need  to  buy  co-insurance. 
Does  Congress  really  believe  it  is  prepared  to  turn  a  cold  shoulder  to  these  pathetic  cases 
and  say,  "tough  luck"? 

Quite  frankly,  I  seriously  doubt  if  the  co-insurance  and  supplemental  insurance 
that  Mr.  Breeden  anticipates  would  ever  develop,  for  the  following  reasons.   First,  there 
have  been  very  limited  offerings  and  very  limited  demand  for  supplemental  insurance  to 
protect  deposit  balances  over  $100,000.   This  type  of  coverage,  when  bought,  appears  to 
be  purchased  only  by  small  banks.   However,  the  most  visible  provider  of  supplemental 
insurance.  The  Kansas  Bankers  Surety  Company  of  Topeka,  Kansas,  will  not  necessarily 
insure  all  deposits  over  $100,000  in  a  bank.   If  banking  failures  continue  at  a  very  low 
level,  then  the  demand  for  and  availability  of  supplemental  insurance  will  decline. 

Under  a  mandate  set  forth  in  §322  of  the  Federal  Deposit  Insurance  Corporation 
Improvement  Act  of  1991  (FDICIA),  the  FDIC  was  directed  to  explore  the  feasibility  of 
reinsuring  some  of  its  deposit  insurance  risk.   Although  the  FDIC  solicited  public 
comment  on  how  to  structure  such  a  program,  it  has  not  entered  into  any  actual 
reinsurance  transactions,  most  likely  because  there  has  not  been  sufficient  marketplace 
interest  in  providing  this  reinsurance  under  terms  and  conditions  acceptable  to  both  the 
FDIC  and  private  reinsurers. 

The  lack  of  insurer  interest  in  reinsuring  a  portion  of  the  FDIC's  insurance  risk 
highlights  the  inescapable  flaw  of  Mr.  Breeden's  proposal  —  he  is  proposing  an 
inherently  unstable  public-private  risk-sharing  partnership.   This  partnership  would  be 
unstable  because  private  reinsurers  would  be  asked  to  rely  upon  government  bureaucrats 
to  properly  monitor  banks  and  thrifts.   Understandably,  that  is  an  unacceptable  risk  for 
reinsurers  since  government  bureaucrats  face  neither  professional  embarrassment  nor 
financial  ruin  if  they  fail  to  do  their  jobs  properly.   Mr.  Breeden  acknowledged  this 
problem  when  he  stated  in  his  testimony  that  "Of  course  bank  regulators  would  have  to 
be  less  secretive  about  financial  data,  and  it  would  desirable  for  them  to  abstain  from 
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capricious  bailouts  and  other  unpredictable  actions  (now  against  the  law,  as  well  as  being 
harmful  to  market  disciplines)."   To  express  his  concern  more  baldly,  reinsurers  and 
other  private-sector  parties  cannot  trust  government  regulators  to  take  the  appropriate 
actions,  particularly  in  times  of  financial  stress.   For  that  matter,  neither  can  Congress  or 
the  taxpayers. 

Recasting  the  FDIC  as  a  reinsurer.   Shortly  after  the  reinsurance  concept  is 
implemented  (two  years  is  suggested),  Mr.  Breeden  proposes  that  the  FDIC  switch  from 
being  the  primary  deposit  insurer  to  serving  as  a  reinsurer  of  private  insurers  who  would 
assume  the  role  of  primary  providers  of  deposit  insurance.   However,  Mr.  Breeden 
proposes  that  the  "FDIC  would  then  reinsure  a  similar  or  perhaps  slightly  lower 
percentage  of  risk  that  would  in  the  first  instance  be  underwritten  by  private  insurers." 
In  other  words,  primary  insurers  would  merely  "front"  (to  use  an  insurance  industry 
term)  for  the  FDIC;  the  FDIC,  and  therefore  the  American  taxpayer,  would  retain  the 
lion's  share  of  the  deposit  insurance  risk. 

Mr,  Breeden  suggests  that  "[e]ach  private  primary  carrier  would  be  free  to 
decline  coverage,  set  limits  and  price  its  insurance  exactly  as  it  saw  fit. "   However, 
would  Congress  be  prepared  to  give  private  insurers  that  much  underwriting  and  pricing 
latitude  if  they  could  in  turn  shift  most  of  their  risk  to  the  FDIC?  I  doubt  it.   Also,  in 
proposing  that  the  FDIC  could  be  the  primary  insurer  of  last  resort  for  banks  that  could 
not  find  a  private  primary  insurer,  Mr.  Breeden  appears  to  acknowledge  a  continuing 
role  for  government  banking  regulators.   As  I  discussed  above,  government  regulatory 
micromanagement  of  individual  banks  and  thrift  will  mix  with  private  insurance  about  as 
well  as  water  and  oil.   In  sum,  Mr.  Breeden's  recasting  of  the  FDIC  as  a  reinsurer  is 
simply  an  unworkable  proposition. 

Eventually  privatizing  the  FDIC  once  it  has  become  established  as  a  reinsurer, 
which  Mr.  Breeden  also  proposes,  is  equally  unworkable,  for  two  reasons.   First,  it 
appears  that  the  FDIC  would  be  the  monopoly  reinsurer  for  the  private-sector  primary 
insurers.   This  monopoly  arrangement  would  be  totally  unacceptable  to  private  insurers 
because  they  would  have  no  more  interest  in  doing  business  with  a  private  monop)oly 
than  with  a  government  monopoly.   Markets  can  function  properly  only  if  both  buyer 
and  seller  have  ample  choices. 

Second,  privatizing  the  FDIC  would  raise  serious  budget  problems  since  the 
FDIC  is  part  of  the  consolidated  federal  budget.   Accordingly,  its  fund  balance,  which 
was  $21.8  billion  at  the  end  of  1994,  and  growing,  has  already  been  spent  for  other 
federal  purposes.   Hence,  any  disbursement  of  that  fund  balance,  such  as  for  purchasing 
long-term  debentures  in  a  privatized  FDIC,  would,  dollar-for-doUar,  add  to  the  budget 
deficit.   How  private  Mr.  Breeden's  privatized  FDIC  would  be  is  also  open  to  question 
since  he  proposes  that  "the  newly  privatized  entity  could  still  retain  the  right  to  borrow 
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from  the  Treasury  ..."   A  truly  private  system  must  be  able  to  stand  on  its  own  during 
a  time  of  financial  stress  and  not  be  able  to  fall  back  on  the  federal  government. 

The  Cross-Guarantee  Proposal 

While  Mr.  Breeden  has  proposed  an  inherently  unworkable  proposal  for 
privatizing  the  FDIC,  his  proposal  nonetheless  is  valuable  because  it  raises  a  number  of 
issues  that  Congress  must  address  when  it  finally  confronts  the  deposit  insurance 
conundrum.  These  are  issues  that  have  been  addressed  in  detail,  and  solved,  by  the 
cross-guarantee  concept.   I  feel  confident  in  making  this  statement  because  this  concept 
has  been  transformed  into  comprehensive  legislation  (a  213-page  bill)  that  Rep.  Tom 
Petri  (R-WI)  introduced  in  the  House  last  year  as  the  "Deposit  Insurance  Reform, 
Regulatory  Modernization,  and  Taxpayer  Protection  Act  of  1994"  (H.R.  5227).   Mr. 
Petri  is  planning  to  reintroduce  a  nearly  identical  version  of  this  bill  later  this  year. 

Attached  to  this  statement  is  a  paper  I  delivered  this  spring,  titled  "Financial 
Innovation  and  Risk  Management:  The  Cross-Guarantee  Solution,"  that  provides  a 
detailed  explanation  of  the  cross-guarantee  concept.   Additionally,  appended  to  this  paper 
is  a  synopsis  of  H.R.  S227  and  two  articles  about  cross-guarantees.   Rather  than 
describing  the  cross-guarantee  concept  in  this  statement,  I  will  provide  a  flavor  of  the 
concept  by  contrasting  it  with  Mr.  Breeden's  two  proposals. 

Scope  of  coverage.   The  cross-guarantee  concept  takes  a  diametrically  opposite 
approach  towards  deposit  insurance  coverage  than  Mr.  Breeden  does,  in  two  important 
regards.   First,  it  provides  complete  and  unambiguous  coverage  for  all  deposits,  all  other 
sources  of  bank  and  thrift  funding,  and  all  counterparty  arrangements,  such  as  swap 
agreements.   Not  only  will  widow  Jones  not  have  to  worry  about  how  sound  her  bank  is, 
neither  will  Bill  Gates  nor  General  Motors.   The  cross-guarantee  concept  achieves  this 
protection  by  unbundling  the  liability  side  of  the  balance  sheet  of  guaranteed  banks  and 
thrifts  so  that  their  "residual  insolvency  risk"  (the  risk  that  operational  and  asset  losses 
within  an  institution  will  exceed  its  equity  capital)  will  be  shifted  to  the  cross-guarantee 
marketplace  created  by  the  Petri  bill.   This  marketplace  will  be  totally  divorced  from  the 
funding  of  banks  and  thrifts.   Figure  S  that  follows  the  accompanying  paper  illustrates 
this  unbundling  process. 

This  separation  of  residual  insolvency  risk  from  bank  funding  will  produce  two 
important  benefits.   First,  it  will  make  guaranteed  banks  and  thrifts  run-proof,  for 
depositors  and  others  will  have  no  incentive  to  run  from  their  bank  since  they  will  be 
fully  protected  from  loss,  even  in  economic  conditions  worse  than  the  Great  Depression. 
Providing  full  protection  of  deposits  in  turn  will  eliminate  the  liquidity  risk  of  deposit 
insurance  so  that  the  attention  of  public  policymakers  can  be  focused  on  the  real  risk  in 
deposit  insurance,  the  solv^cy  of  banks,  thrifts,  and  the  entire  insurance  mechanism. 
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Second,  a  properly  structured  cross-guarantee  marketplace  will  be  stronger 
financially  than  our  increasingly  indebted  federal  government.   In  particular,  the  detailed 
risk-dispersion  rules  set  out  in  H.R.  5227  will  construct  a  "solvency  safety  net'  under 
the  American  banking  system  that  will  be  as  strong  as  the  economy  itself  and  certainly 
stronger  than  the  federal  government.   Given  this  enormous  financial  strength,  there  is 
no  need  to  retain  a  risk-sharing  role  for  the  FDIC  (read  the  American  taxpayer). 
Eliminating  taxpayer  risk  thereby  opens  the  door  to  one  of  the  greatest  benefits  the 
cross-guarantee  concept  will  provide  to  the  American  economy  —  market-driven, 
contractual  safety-and-soundness  regulation  of  individual  banks  and  thrifts.   Essentially, 
each  bank  and  thrift  will  contractually  agree  with  its  syndicate  of  voluntary  guarantors 
(largely  other  banks  and  thrifts)  as  to  the  safe  operating  practices  it  will  follow.  The 
bank  or  thrift's  compliance  with  the  contract  will  be  assured  by  a  private-sector  firm, 
called  a  syndicate  agent.   Syndicate  agents,  who  will  compete  to  obtain  business  from 
cross-guarantee  syndicates,  will  replace  all  government  supervision  of  individual  banks 
and  thrifts.   Forcing  syndicate  agents  to  compete  for  business  will  eliminate  the 
regulatory  moral  hazard  that  is  inherent  in  government  regulation.   Figure  7  that  follows 
the  accompanying  paper  illustrates  the  parties  to  a  cross-guarantee  contract. 

The  role  of  the  federal  government  will  be  restricted  to  ensuring  that  each 
cross-guarantee  contract  complies  at  all  times  with  the  systemic  protection  requirements 
spelled  out  in  H.R.  5227.   These  requirements  will  be  enforced  by  a  small  new 
government  regulator  called  the  Cross-Guarantee  Regulation  Corporation  (CGRC). 
However,  the  CGRC  will  dqI  have  the  authority  to  examine,  supervise,  or  close  any 
guaranteed  institution;  those  activities  will  be  the  exclusive  responsibility  of  the 
guarantors  and  syndicate  agents.   Consequently,  the  CGRC  will  have  a  small  staff,  most 
likely  less  than  1(X)  employees.   A  headcount  this  low  will  represent  more  than  a  99% 
reduction  in  the  government  work  force  now  devoted  to  preventing  bank  and  thrift 
failures. 

The  fiiture  of  the  FDIC.   The  cross-guarantee  system  will  not  activate  unless  it 
meets  a  market  test;  that  is,  at  least  250  banks  with  at  least  $500  billion  of  assets  must 
voluntarily  obtain  approved  cross-guarantee  contracts  before  the  system  will  activate.   As 
soon  as  it  does  activate,  every  FDIC-insured  bank  and  thrift  can,  by  obtaining  a 
cross-guarantee  contract,  become  a  guaranteed  institution  or  it  can  elect  to  remain  with 
the  present  system  of  federal  deposit  insurance  and  government  regulatory 
micromanagement  of  its  activities.   The  FDIC  will  therefore  continue  to  operate  as  the 
primary  insurer  for  100%  of  deposits,  up  to  $100,000  per  depositor  per  institution,  for 
banks  and  thrifts  that  do  not  obtain  cross-guarantee  contracts.   The  1995  version  of  the 
Petri  bill  will  nol  propose  a  co-insurance  requirement  along  the  lines  of  the  Breeden 
proposal.   The  Petri  bill  will  also  not  take  away  the  existing  right  of  federally  insured 
banks  and  thrifts  and  their  depositors  to  purchase  supplemental  deposit  insurance  from 
private-sector  insurers.   Additionally,  the  FDIC  will  retain  its  authority  under  FDICIA  to 
reinsure  a  portion  of  its  deposit  insurance  risk  with  private-sector  reinsurers. 
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The  1995  version  of  the  Petri  bill  will  provide,  however,  for  a  second  market 
test.   Specifically,  the  FDIC  will  be  able  to  continue  as  a  primary  insurer  of  banks  and 
thrifts  only  as  long  as  it  retains  a  10%  share  of  the  deposit  insurance  market.   That  is, 
once  90%  of  the  nation's  banks  and  thrifts,  measured  by  the  number  of  institutions  or 
total  assets,  obtain  cross-guarantee  contracts,  then  the  remaining  FDIC-insured  banks  and 
thrifts  will  have  two  or  three  years  to  obtain  a  cross-guarantee  contract  or  be  deemed  to 
have  failed.   The  FDIC  almost  certainly  will  fail  the  second  market  test  within  a  few 
years  after  the  cross-guarantee  system  activates.   At  no  time  will  the  FDIC  serve  as  a 
reinsurer  of  the  cross-guarantee  system  or  of  any  other  primary  insurer  of  bank  and  thrift 
deposits. 

Numerous  advantages  of  the  cross-guarantee  concept  over  the  Breeden  proposal. 
To  recapitulate,  the  cross-guarantee  concept  offers  many  advantages  over  the  Breeden 
proposal  for  privatizing  the  FDIC.   Key  advantages  include  the  following: 

•  The  cross-guarantee  concept  will  get  the  government  out  of  the  business  of  the 
regulatory  micromanagement  of  individual  banks  and  thrifts.   The  day-to-day 
government  regulation  of  banks  and  thrifts  represents  far  more  of  a  drag  on 
economic  performance  than  federal  deposit  insurance  because  in  most  years 
deposit  insurance  losses  should  be  quite  low.   Years  in  which  federal  deposit 
insurance  losses  are  high  represent  the  failure  of  government  regulation.   The 
Breeden  proposal  appears  to  retain  a  primary  role  for  government  regulators 
in  overseeing  the  safe-and-sound  operation  of  individual  banks  and  thrifts. 
Therefore,  the  Breeden  proposal  does  nol  attack  government  regulation,  the 
underlying  cause  of  the  stifling  effects  of  government  deposit  insurance. 

•  The  cross-guarantee  concept  completely  eliminates  taxpayer,  depositor,  and 
systemic  risk  from  failed  banks  and  thrifts.   Mr.  Breeden  actually  wants  to 
increase  depositor  risk,  which  in  turn  will  increase  the  risk  of  a  systemic  crisis 
within  the  banking  system,  while  retaining  a  substantial  taxpayer  risk  by 
keeping  the  FDIC  in  business.   Even  after  the  FDIC  is  privatized,  Mr. 
Breeden  still  intends  to  permit  the  FDIC  to  be  able  to  borrow  from  the  U.S. 
Treasury. 

•  The  cross-guarantee  concept  provides  for  vigorous  competition  among 
private-sector  entities  within  the  cross-guarantee  system.   At  no  point  within 
this  system  is  there  any  monopoly,  save  for  the  CGRC,  which  as  the  federal 
regulator  of  the  cross-guarantee  system,  will  act  only  to  review  and  monitor 
all  contracts  to  ensure  that  they  comply  with  the  risk-dispersion  rules  set  out 
in  H.R.  5227  so  that  all  losses  arising  out  of  failed  banks  and  thrifts  will  be 
contained  within  the  universe  of  guarantors.   The  Breeden  proposal  anticipates 
that  the  FDIC  will  first  continue  to  act  as  a  monopoly  primary  insurer  and 
then  later  as  a  monopoly  reinsurer,  even  after  it  is  privatized.   Since  a 
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competitive  marketplace  always  delivers  better  results  than  a  monopolist,  the 
cross-guarantee  concept  is  clearly  superior  to  the  Breeden  proposal  on  this 
point  alone. 

The  cross-guarantee  concept  will  bring  about  a  far  more  significant  reduction 
in  the  number  of  government  employees  engaged  in  banking  regulation  than 
would  be  the  case  under  the  Breeden  proposal.   As  mentioned  above,  the 
CGRC,  the  regulator  of  the  cross-guarantee  system  (but  not  of  individual 
banks),  should  be  able  to  operate  with  fewer  than  lOO  employees.   Once  the 
FDIC  fails  the  second  market  test  mentioned  earlier,  the  FDIC  will  be  shut 
down.   The  other  three  federal  bank  regulators,  the  Federal  Reserve,  the 
Comptroller  of  the  Currency  (OCC),  and  the  Office  of  Thrift  Supervision 
(OTS),  will  essentially  shut  down  their  bank  regulatory  activities  as  will  the 
state  banking  departments.   It  is  not  clear  that  the  Breeden  proposal  would 
have  any  effect  on  the  staffing  levels  of  bank  regulatory  agencies  other  than 
tfie  FDIC. 

The  Petri  bill  has  been  crafted  so  that  the  cross-guarantee  concept  can  easily 
be  expanded  to  cover  other  types  of  financial  intermediaries,  such  as  insurers, 
money  market  mutual  ftmds,  broker-dealers,  and  finance  companies.   All  of 
these  different  types  of  financial  intermediaries  pose  a  threat  to  systemic 
stability,  and  therefore  to  the  federal  taxpayer.   As  technology  further 
integrates  the  financial  services  industry,  it  will  become  increasingly  important 
for  Congress  to  concern  itself  with  the  federal  safety  net  implications  of  all 
financial  service  providers.   The  cross-guarantee  concept  provides  a  way,  and 
perhaps  the  only  way,  to  address  those  concerns  in  a  highly  satisfactory  and 
efficient  manner.   The  Breeden  proposal  does  not,  and  cannot,  adequately 
address  those  concerns. 

The  cross-guarantee  concept  will  lead  to  a  more  accurate  pricing  of  bank  loans 
and  therefore  a  wiser  and  more  productive  use  of  bank  credit.   Better  loan 
pricing  will  be  one  consequence  of  guarantors  insisting  on  cross-guarantee 
pricing  formulae  based  on  leading  indicators  of  banking  risk,  such  as  credit 
exposures  to  emerging  speculative  bubbles.   Rising  premium  rates  for  such 
credit  exposures  will  deter  speculative  lending  by  banks  and  thrifts,  thereby 
preventing  the  inevitable  economic  bust  that  occurs  when  a  speculative  bubble 
bursts.   Because  the  Breeden  proposal  retains  so  much  of  the  deposit  insurance 
risk  for  the  FDIC  and  because  the  FDIC  will  continue  to  be  a  government 
agency  or  a  quasi-public  monopoly  after  it  is  privatized,  the  FDIC  will  never 
have  the  political  opportunity  or  competitive  pressures  to  properly  price 
deposit  insurance  based  on  leading  indicators  of  banking  risk.   Instead,  it  will 
continue  to  price  deposit  insurance  as  it  does  today,  based  on  lagging 
indicators  of  banking  risk,  such  as  capital  and  non-performing  loans. 
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The  Budget  Implications  of  the  Cross-Guarantee  Concept 

In  addition  to  its  many  other  advantages,  the  cross-guarantee  concept  has  very 
favorable  budget  considerations,  as  the  accompany  Table  1  illustrates.   Once  a  deposit 
insurance  fund  reaches  a  1.25%  reserve  ratio  (the  BIF  in  1995;  the  SAIF  in  2001),  then 
the  fund  will  run  a  loss  for  budget  purposes  because  its  premium  income  plus  other  cash 
income  (lines  6  and  7  for  the  BIF;  lines  25  and  26  for  the  SAIF)  will  be  less  than  the 
fund's  total  cash  expenses  (line  15  for  the  BIF;  line  35  for  the  SAIF).   Consequently,  the 
BIF  will  start  running  a  budgetary  loss  in  fiscal  year  1996  (line  17)  while  the  SAIF's 
budgetary  loss  will  commence  in  2002  (line  37).   Starting  in  2002,  the  FDIC  will 
therefore  add  at  least  $500  million  annually  to  the  budget  deficit  (line  40). 

The  reasons  these  funds,  and  therefore  the  IHDIC,  will  run  a  budgetary  loss  while 
showing  a  fund  profit  (line  16  for  the  BIF;  line  36  for  the  SAIF)  is  that  each  fiind  will 
earn  a  substantial  portion  of  its  income  from  interest  on  Treasury  securities.   However, 
because  the  FDIC  is  an  on-budget  agency,  the  interest  its  funds  earn  on  Treasury 
securities  is  not  income  for  the  purpose  of  accounting  for  the  consolidated  federal  budget 
deficit.   In  effect,  the  first  dollars  of  the  BEF  or  SAIF's  cash  expenses  (which  are 
expenditures  for  budgetary  purposes)  are  covered  by  what  is,  for  budgetary  purposes, 
fictional  income. 

The  total  budgetary  loss  from  bank  regulation  and  supervision  activities  will  be 
even  higher  because  the  Fed's  expenditures  for  its  bank  regulatory  activities  effectively 
add  to  the  budget  deficit  since  these  expenditures  reduce  the  amount  of  income  the  Fed 
turns  back  to  the  Treasury  each  year.   The  OCC  and  the  OTS  essentially  have  a  zero 
budget  impact  since  they  collect  sufficient  examination  and  other  fees  to  cover  their 
expenditures. 

Line  41  shows  my  projection  of  the  cost  of  the  Fed's  bank  and  bank  holding 
company  supervisory  activities.   I  estimate  that  two-thirds  of  this  amount  represents  bank 
examination  and  supervision  activities  that  will  be  eliminated  when  the  cross-guarantee 
concept  is  enacted.  These  savings  are  shown  on  line  43.   Hence,  the  total  budget  impact 
of  the  federal  government's  deposit  insurance  and  bank  supervision  acti\  ities  is  shown  on 
line  44.   Once  SAIF  premiums  drop  in  2002,  these  activities  will  be  adding 
approximately  $900  million  annually  to  the  budget  deficit.   Therefore,  the  federal 
government  will  enjoy  a  budget  deficit  reduction  of  this  amount  when  the  cross-guarantee 
concept  is  enacted  and  the  cross-guarantee  system  activates. 
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ludB«tary  ln^llcaCfora  of  th«  Patrl  Cross -Guar  ant  m  Sfll 
Dollars  In  ■UUons.   oxccpt  as  spacHfod 


Description 

Fadaral  DaposfC   Insurance  Corporation: 
Bank  Insuranca  Fwd  (BIF): 
Asssssaent  basa: 

Growth  rats  of  asscssnent  base 
Site  of  sssessacnt  base  (bUllons) 
Insured  deposits: 

Insured  dcp.  as  a  percent  of  base  size 
Aanwt  of   Insured  deposits  (bUHortt) 
Find  IncosK: 
PrsMiuB  incoae: 

PraaiuB  rate  (basis  points) 
PrsMiua  Incoaw  (line  2  x  Una  S) 
Other  cash  IncoMs 
Interest   Inccstt: 
Tressury  InvestSMnts 
Interest  rate 
Interest   fnccaw 
Fund  expenses: 
Insolvency  losses: 
Loss  rate  (percent  of  bese) 
AmoKMnt  of   losses 
Operating,   other  expenses 
Fund  incootf  statesient: 

Total    inconc  (lines  6  «  7  «  10) 
Total  expenses  (line  12  *  line  13) 

Fml  profit  (loss)  (line  K  -    tine  15) 
Budgetary  profit  (loss)  (lines  16  -  10) 
Fifftd  balance: 
Aaomt 
Reserve  ratio  (tine  18/(line  4  x  1,000) 


--Fiscal  years  ending  Septe 
1998  1999  2000 


4.SX 

2,ua 

*.5X 
2,550 

4.5X 
2,665 

«.5X 
2,784 

4.5X 
2.910 

4.SX 
3,041 

4.5X 
3,178 

4.5X 
3,321 

4.SX 
3,470 

2,001 

82. OX 
2,091 

■2. OX 
2,185 

82.0X 
2,283 

82. OX 
2,386 

82. OX 
2,493 

82. OX 
2,606 

82. OX 
2,723 

82. OX 
2,845 

0.5 
122 

0.5 
127 

0.5 
133 

0.5 
139 

0.5 
U5 

0.5 
152 

O.S 
159 

O.S 

166 

0.5 
173 

20,000  25,423  26,494 
5. OCX  6. COX  6.00X 
1,000         1,363         1,558 


27,600  28,792  30,060  31,398  32,830 
6.00X  6.00X  6.00X  6.00X  6.0aX 
1,623         1,692         1,766         1,844         1,927 


34,341 
6.00X 
2,015 


O.OOSX 
204 
575 


O.OOSX 
213 
550 


1,422    1,740    1,891 


(401)    (430) 


1,912 

748 

1,164 

(459) 


a.008X 
233 
500 

1,987 

733 

1,254 

(437) 


O.OOSX 
243 
490 


O.OOSX 
2S4 
490 

2,153 

744 

1.408 

(435) 


O.OOSX 
266 
470 


25,800   26,761   27,889   29,053   30,308   31,642   33,050   34,558   36.149 


1.2BX        1.2SX        1.27X        1.27X 


1.27X        1.27X 


Savings  Association  Insursnct  fxMtd  (SAIF); 
Asscsvwnt  bast: 
Growth  rata  of  asscssaent  basa 
Siza  of  assassaent  basa  (bitlfona) 
Insured  deposits: 
Insured  dep.  as  a  percent  of  bast  slie 
Aaouit  of  Insured  deposits  (blUlons) 
Fund  Incase: 
PrcailuB  IncoMs: 
PreailuB  rata  (basis  points) 
Prasita  incow  (Una  21  x  (ina  24) 
Other  caah  inccat 
Interest  Incoiae: 
Treasury  Investaents 
Interest  rsta 
Interest  incoae 
Fifid  axpensts: 
Insolvency  losses: 
loss  rate  (percent  of  base) 
Aaouit  of  losses 
Operating,  other  expenses 
FICO  Interest 
Fvid  inccae  statcaent: 
Total   incoae  (lines  25  «  26  «  29) 
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Financial  Innovation  and  Risk  Management: 
The  Cross-Guarantee  Solution 

by  Bert  Ely 

INTRODUCTION 

"Financial  Innovation  and  Risk  Management,"  the  title  of  the  conference  session 
at  which  this  paper  is  being  presented,  suggests  two  separate,  yet  interconnected  issues: 
financial  innovation  and  the  management  of  financial  risk.   Financial  risk  has  always 
been  an  element  of  financial  systems  regardless  of  the  pace  of  financial  innovation.   In 
fact,  a  principal  function  of  financial  intermediaries  has  always  been  to  manage  and  even 
bear  financial  risks  such  as  credit  risk,  interest-rate  risk,  foreign  exchange  risk,  legal 
risk,  operational  risk,  fraud,  and  so  forth. 

Innovation,  which  often  is  sparked  by  new  technology,  creates  two  risks  that  are 
distinct  from  the  risks  cited  above.   First,  financial  innovation  can  accentuate  the  risks 
that  are  always  present  in  financial  systems  because  the  technology  that  unleashes 
innovation  permits  financial  transactions  to  be  executed  faster,  less  expensively,  over 
greater  distances,  and  in  more  complex  forms.  Recent  advances  in  electronic  technology 
(computers  and  telecommunications),  for  example,  have  merely  unleashed  a  much  more 
sophisticated  undertaking  of  traditional  financial  risks. 

Second,  innovation  heightens  regulatory  risk,  which  is  the  risk  that  government 
financial  regulation  will  become  inadequate  or  even  counterproductive.   Regulation  in 
fact  is  a  business  that  unfortunately  becomes  riskier  when  government  becomes  the 
regulator.   This  increased  riskiness  develops  because  government,  or  in  effect  the 
political  marketplace,  is  dominated  by  the  status  quo,  as  evidenced  by  entrenched  interest 
groups,  such  as  insurance  agents,  who  constantiy  struggle  in  the  political  marketplace  to 
preserve  as  much  of  the  status  quo  as  they  can.   Innovation,  of  course,  is  the  enemy  of 
the  status  quo.   Hence,  innovation  creates  a  tension  between  the  way  the  status  quo  wants 
the  world  to  continue  to  be  and  the  way  the  world  eventually  must  become;  a  rapid  rate 
of  innovation  greatiy  magnifies  that  tension.  This  heightened  tension  in  the  regulatory 
arena  creates  regulatory  risk;  that  is,  the  increased  likelihood  of  regulatory  error.   This 
paper  will  argue  that  electronic  technology  has  heightened  regulatory  risk  within  the 
financial  system,  thereby  worsening  regulatory  moral  hazard  and  fostering  regulatory 
arbitrage  in  a  manner  that  can  quickly  destabilize  a  financial  system. 

All  is  not  lost,  however,  for  the  cross-guarantee  concept  for  privatizing  banking 
regulation  and  its  attendant  deposit  insurance  risk  represents  a  market-driven  regulatory 
innovation  that  can  match  the  pace  of  the  technological  innovation  currentiy  sweeping  the 
financial  services  world.  This  concept  can  do  so  because  it  relies  upon  the  commercial 
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marketplace  rather  than  the  political  marketplace  to  control  financial  risk-taking. 
Electronic  technology  is  rapidly  liberating  financial  markets  from  the  political 
marketplace.   In  effect,  the  cross-guarantee  concept,  which  is  summarized  below,  wiU 
eliminate  the  regulatory  moral  hazard  that  electronic  technology  has  greatly  exacerbated 
in  recent  years.   The  paper  concludes  by  outlining  the  many  benefits  cross-guarantees 
will  bring  to  the  financial  system  as  well  as  the  structural  and  international  implications 
of  using  cross-guarantees  to  bring  market-driven  regulation  to  the  financial  services 
sector  of  the  American  economy. 


THE  IMPACT  OF  ELECTRONIC  TECHNOLOGY  ON  FINANCIAL  SERVICES 

Electronic  technology  is  revolutionizing  the  production  and  delivery  of  financial 
services,  in  large  part  because  electronic  technology  permits  the  efficient  transformation 
of  legal  contracts,  the  common  denominator  of  all  financial  services,  from  paper  to 
electronic  bits  and  bytes.   The  conversion  of  a  financial  services  contract,  be  it  a  check, 
charge  slip,  loan,  insurance  policy,  stock,  bond,  or  whatever,  to  electronic  form 
dramatically  alters  the  financial  services  business  in  two  very  significant  ways. 

First,  the  electronification  of  financial  services  dramatically  alters  the  economics 
of  producing  and  delivering  financial  services.   Specifically,  the  financial  services 
industry  has  shifted  steadily  in  recent  decades  from  a  business  characterized  by  relatively 
low  fixed  investment  and  relatively  high  but  stable  variable  unit  costs  into  a  business 
with  a  substantial  initial  investment  in  hardware  and  software  but  low  and  declining 
variable  unit  costs.   Changes  in  the  economics  of  any  industry  force  alterations  in  the 
structure  of  that  indusb7  —  new  types  of  firms  come  into  existence,  existing  firms  either 
adapt  and  grow  or  shrivel  and  even  disappear.   The  same  types  of  structural  changes  are 
taking  place  in  financial  services  even  though  these  changes  have  been  frustrated  by 
overregulation  and  relatively  successful  efforts  by  the  status  quo  to  preserve  the 
long-standing  regulatory  compartmentalization  of  the  financial  services  industry. 

Second,  the  transformation  of  legal  contracts  to  an  electronic  form  has  permitted 
the  unbundling  and  repackaging  of  these  contracts  in  a  manner  undreamed  of  ten  or 
twenty  years  ago.   Sometimes,  this  unbundling  and  repackaging  is  driven  by  real 
economics;  in  other  words,  this  activity  actually  reduces  the  amount  of  real  resources 
(people,  computers,  paper,  legal  services,  etc.)  that  is  consumed  in  producing  or 
delivering  a  particular  financial  service.   Oftentimes,  though,  this  activity  becomes  a 
regulatory  ari}itrage  in  that  real  economic  resources  are  expended  to  evade  or  sidestep 
arbitrary  regulatory  costs,  such  as  uniform  capital  standards  that  penalize  low-risk 
lending.   Figure  1  suggests  that  many  new  financial  services  activities,  notably  asset 
securitization,  are  regulatory  arbitrages  and  not  innovations  sparked  by  sound  economics. 
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REGULATORY  MORAL  HAZARD  IN  BANKING 

Moral  hazard  in  banking  is  usually  associated  with  deposit  insurance. 
Supposedly,  moral  hazard  exists  when  insured  depositors  exercise  insufficient  \igilance 
in  monitoring  the  financial  condition  of  their  bank  or  thrift  or,  alternatively,  the 
managers  of  an  insured  institution  operate  it  in  a  reckless  manner  because  it  can  easily 
obtain  insured  deposits  from  the  public.  However,  in  any  banking  system  in  utdch 
individual  banks  are  highly  regulated  by  a  government  agency,  the  moral  hazard  lies  with 
the  government  regulator,  whether  or  not  individual  institutions  have  deposit  insurance. 

Government  banking  regulators,  even  in  the  absence  of  deposit  insurance,  are 
charged  with  ensuring  the  safe-and-sound  operation  of  individual  banks  and  thrifts.   To 
that  end,  government  establishes  by  statute  and  regulation  what  it  believes  constitutes 
safe-and-sound  bank  operating  practices,  such  as  minimum  capital  requirements,  limits 
on  loans  to  one  borrower,  and  so  forth.   Government  examiners  are  then  given  the  right 
to  examine  individual  institutions  at  any  time  to  ensure  that  these  institutions  are 
conforming  with  the  appropriate  statutes  and  regulations.  To  ensure  this  conformity, 
examiners  have  access  to  extensive  non-public  data  about  banks  and  thrifts,  data  that  are 
denied  to  these  institutions'  stockholders,  depositors,  other  creditors,  and  ratine  agencies. 
In  other  words,  government  bank  examiners  are  uniquely  positioned  to  know  more  about 
a  bank's  financial  condition  than  any  other  outside  party.   Government  banking 
supervisors,  acting  on  the  basis  of  information  government  bank  examiners  uncover,  are 
uniquely  empowered  to  take  enforcement  actions  against  banks  and  thrifts  that  have 
violated  banldng  regulations.   If  an  institution  has  become  insolvent,  or  is  approaching 
insolvency  under  current  Prompt  Corrective  Action  rules,  then  the  government  banking 
supervisors  are  empowered  to  take  the  institution  over  and  to  place  it  in  a 
government-administered  receivership.   Hence,  bank  and  thrift  failures  are  regulatory 
failures  that  occur  because  regulators  do  not  act  quickly  or  aggressively  enough  to  close 
a  failing  institution  before  it  becomes  insolvent. 

Regulatory  moral  hazard  became  painfully  evident  when  Congress  and  the  public 
began  to  look  increasingly  to  uninsured  depositors  and  other  creditors  of  insured  banks 
and  thrifts  to  signal,  by  running  from  a  troubled  institution,  that  the  regulators  had  failed 
to  catch  its  problems  in  a  timely  manner.   In  fact,  the  entire  notion  of  depositor 
discipline  for  highly  regulated  banks  and  thrifts  is  premised  on  the  belief  that  private 
sector  parties  equipped  only  with  sketchy  and  untimely  information  should  sound  the 
alarm  when  government  regulators  have  fallen  asleep  on  the  job.   Not  surprisingly,  this 
reliance  on  uninsured  depositors  and  other  creditors  as  a  back-up  source  of  banking 
discipline  fosters  regulatory  moral  hazard  because  this  reliance  effectively  tolerates 
regulatory  ineptitude.   If  government  regulation  worked  properly,  there  would  be  no 
need  for  depositor  discipline. 


624 

Instead  of  looking  to  uninsured  depositors  to  blow  the  whistle  on  inattentive  or 
incompetent  regulators,  the  political  process  should  be  much  more  demanding  of  those 
who  have  been  given  unique  access  to  extensive  non-public  information  about  the 
condition  of  individual  banks  and  thrifts.   In  particular,  those  who  have  been  given  this 
regulatory  opportunity,  and  have  assumed  the  corresponding  regulatory  responsibility, 
should  pay  for  their  own  regulatory  failings  rather  than  attempting  to  pass  insolvency 
losses  to  healthier  banks,  in  the  form  of  excessively  high  deposit  insurance  premiums, 
and  to  uninsured  depositors  and  other  creditors,  in  the  form  of  outright  losses.   In  effect, 
if  government  wants  to  be  in  the  bank  regulatory  business,  it  should  provide  a  warranty, 
in  the  form  of  complete  loss  protection,  to  those  whom  banking  regulation  supposedly 
protects. 


ELECTRONIC  TECHNOLOGY  IS  DESTROYING 
THE  OLD  REGULATORY  ORDER 

The  regulatory  scheme  described  in  the  preceding  section  constitutes  the  old 
regulatory  order.   Essentially,  governments  try  to  prevent  the  failure  of  individual  banks 
and  thrifts  through  regulatory  micromanagement.   Governments  have  also  relied  upon 
comparable  regulatory  micromanagement  schemes  to  prevent  the  failure  of  insurance 
companies,  broker/dealers  of  securities,  trust  companies,  and  other  fiduciaries.  The 
electronic  technology  described  above,  however,  is  destroying  the  old  regulatory  order 
because  this  technology  is  making  it  easier  and  cheaper  for  financial  entrepreneurs  to 
sidestep  the  regulatory  micromanagement  that  has  been  imposed  on  the  older  types  of 
financial  services  firms,  specifically  banks  and  insurance  companies.   As  Figure  2 
shows,  depository  institutions  in  particular  (band  1  in  Figure  2)  have  lost  substantial 
market  share  in  recent  decades,  in  terms  of  assets  held  on-balance-sheet,  to  newer  and 
,less  regulated  forms  of  financial  intermediation,  such  as  money  market  mutual  funds,  the 
commercial  paper  market,  asset  securitization,  pension  fiinds,  and  mutual  funds.   Much 
of  this  shift  in  market  share  is  the  result  of  regulatory  arbitrage.   In  effect,  the  financial 
markets  are  taking  away  business  from  government  regulators. 

Many  contend  that  the  emergence  of  new  forms  of  financial  intermediation  has 
made  the  financial  markets  more  efficient.   However,  as  Figure  3  suggests,  the  relative 
productivity  of  the  financial  services  sector  of  the  economy  has  declined  since  the  end  of 
World  War  n.   Today,  it  takes  almost  twice  the  percentage  of  the  work  force  to  finance 
and  insure  the  economy's  output  and  assets  as  it  did  in  1947.   Consequently,  the 
percentage  of  the  GDP  originating  in  banking,  finance,  and  insurance  has  more  than 
doubled  since  the  end  of  the  war.   In  effect,  the  financial  overhead  of  running  the 
American  economy  has  increased  relative  to  its  total  output.   That  is  hardly  a  sign  of 
greater  efficiency. 
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Worse,  the  shift  of  financial  intermediation  away  from  the  highly  regulated  to  the 
less  regulated,  due  to  regulatory  arbitrage,  has  increased  the  potential  instability  of  the 
American  financial  system.   Recent  congressional  efforts  to  squeeze  risk  out  of  federally 
insured  banks  and  thrifts,  notably  through  the  FDIC  Improvement  Act  of  1991,  have 
merely  shifted  that  risk  elsewhere  in  the  financial  system.   Contrary  to  the  hopes  of 
many,  financial  intermediation  risks  squeezed  out  of  banks  and  thrifts  do  not  simply 
disappear  into  the  ether,  for  as  every  child  learns,  when  you  squeeze  an  inflated  balloon, 
it  merely  bulges  elsewhere;  where  it  bulges  is  where  it  will  burst.   Not  surprisingly, 
then,  numerous  financial  disturbances  over  the  last  fourteen  months  have  occurred 
outside  the  American  banking  system. 

As  the  right  side  of  Figure  4  illustrates,  the  Federal  Reserve  is  the  lender  of  last 
resort  to  the  entire  financial  system.   In  a  serious  financial  disturbance,  when  substantial 
declines  in  asset  values  occur,  the  Fed,  in  an  effort  to  maintain  financial  stability  and  to 
preserve  asset  values,  may  not  recover  all  of  the  money  that  it  lends  to  illiquid  and 
possibly  insolvent  financial  intermediaries.   However,  Congress  has  not  established  a 
mechanism  for  charging  successful  non-banking  firms,  in  a  manner  comparable  to  federal 
deposit  insurance  (left  side  of  Figure  4),  for  any  losses  the  Fed  might  incur  in  lending  to 
an  insolvent  non-banking  firm,  such  as  a  money  market  mutual  fund.   Instead,  as  the 
right  side  of  Figure  4  illustrates,  taxpayers  will  suffer  that  loss.   In  effect,  regulatory 
arbitraging's  shift  of  financial  risk  away  from  federally  insured  banks  and  thrifts  has 
actually  increased  the  taxpayer  risk  posed  by  the  American  financial  system. 

If  Congress  attempts  to  reduce  the  potential  for  systemic  risk  outside  of  the 
banking  system  through  new  forms  of  regulatory  micromanagement,  such  as  the 
regulation  of  derivatives,  financial  entrepreneurs  will  use  the  ever  increasing  power  of 
electronic  technology  to  devise  new  forms  of  regulatory  arbitrage.   Most  likely,  an 
extension  of  regulatory  micromanagement  to  the  currently  less  regulated  types  of 
financial  intermediaries  will  trigger  a  shift  of  more  and  more  financial  risk-taking  to 
locales  outside  the  United  States.  These  locales  lie  beyond  Congressional  reach,  yet 
offshore  systemic  disturbances  could  easily  ricochet  back  into  the  United  States.   The 
Barings  collapse  in  February  almost  provided  a  real  live  example  where  problems  in  one 
financial  center  can  have  worldwide  repercussions. 


CROSS-GUARANTEES:  A  NEW  REGULATORY  TECHNOLOGY 

The  time  has  come  to  recognize  that  the  banking  system  needs  a  new  form  of 
banking  regulation  that  can  readily  cope  with  the  changes  wrought  by  electronic 
technology.   This  new  regulatory  technology  must  meet  several  criteria: 
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•  It  must  be  able  to  respond  quickly  to  the  changes  in  the  economics  and 
structure  of  financial  services  that  are  being  driven  by  electronic  technology. 

•  It  must  eliminate  regulatory  moral  hazard. 

•  It  must  minimize  regulatory  arbitrage. 

•  It  must  eliminate  taxpayer  risk  caused  by  banking  failures  and  systemic 
instability. 

•  It  must  produce  a  more  efficient  banking  system. 

The  cross-guarantee  concept  for  privatizing  banking  regulation  and  its  attendant 
deposit  insurance  risk  easily  meets  all  of  these  criteria.   The  concept  is  described  in  two 
articles  appended  to  this  paper.   Also  appended  is  a  synopsis  of  a  213-page  bill, 
H.R.  5227,  that  would  enact  the  cross-guarantee  concept  into  law.   Rep.  Tom  Petri 
(R-WI),  who  introduced  this  bill  last  October,  will  introduce  a  nearly  identical  version  of 
it  in  the  next  month  or  two. 

Briefly,  the  Petri  bill  will  create  a  cross-guarantee  marketplace  where  banks  and 
thrifts  individually  will  seek  a  "cross-guarantee"  contract  that  will  protect  all  of  the 
institution's  deposits,  non-deposit  funding,  counterparty  risks,  and  balances  owed  to 
clearing  houses  and  payments  systems.   A  bank  or  thrift  will  enter  into  this  contract  with 
a  voluntary  syndicate  of  direct  guarantors  (largely  other  banks  and  thrifts)  who  will  be 
assembled,  much  like  a  stock  or  bond  underwriting  syndicate,  to  assume  the  risks 
imposed  by  the  contract.   In  effect,  the  cross-guarantee  contract  will  unbundle  the 
liability  side  of  a  bank  or  thrift's  balance  sheet.   This  unbundling  will  shift  to  the 
institution's  direct  guarantors  the  "residual  insolvency  risk"   that  is  now  borne  by  the 
creditors  who  will  become  guaranteed  under  the  institution's  cross-guarantee  contract. 
Residual  insolvency  risk  is  the  risk  that  losses  in  the  bank  or  thrift,  should  it  fail,  will 
exceed  its  stockholders'  equity,  thus  causing  losses  to  its  creditors.   Hence,  the 
guaranteed  institution's  on-balance-sheet  equity  capital  will  serve  as  an  insurance 
deductible  for  cross-guarantee  purposes.   The  right  side  of  Figure  5  illustrates  how  this 
risk-shifting  will  occur. 

In  a  sense,  then,  the  cross-guarantee  concept  is  comparable  to  asset 
securitization,  except  that  cross-guarantees  represent  liability  securitization;  that  is,  the 
cross-guarantee  contract  will  fully  secure  or  protect  against  loss  all  of  the  guaranteed 
institution's  funding  and  most  of  its  other  liabilities. 

Since  the  risk  of  loss  to  direct  guarantors  will  be  fairly  low  under  most  economic 
conditions,  they  wil^  not  have  to  separately  capitalize  their  cross-guarantee  risk 
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exposures.   Instead,  they  will  treat  their  cross-guarantee  risk  exposures  as  a  contingent 
liability,  or  in  effect  as  a  contingent  claim  on  their  own  equity  capital.   In  fact,  one  of 
the  many  strengths  of  the  cross-guarantee  system  is  that  it  does  not  require  that  the 
cross-guarantee  risk  be  borne  by  separately  capitalized  entities  comparable  to  the  FDIC's 
Bank  Insurance  Fund  (BIF)  or  Savings  Association  Insurance  Fund  (SAIF).   As  Congress 
learned  to  its  sorrow  in  the  S&L  crisis,  separately  capitalized  insurance  funds  inevitably 
lack  the  financial  resources  to  deal  with  a  crisis.   Figure  6  contrasts  ihe  enormous 
loss-absorbing  capacity  of  the  cross-guarantee  system  with  the  limited  ability  of  a 
separately  capitalized  insurer  to  absorb  a  catastrophic  loss.   Also,  the  absence  of  a 
separate  fiind  means  that  direct  guarantors  will  be  writing  checks  to  pay  for  their  losses 
as  guarantors  as  those  losses  are  being  incurred,  which  will  keep  direct  guarantors 
focused  on  the  risks  they  have  assumed  as  guarantors. 

There  is,  of  course,  no  free  lunch,  particularly  when  it  comes  to  markets,  such 
as  the  cross-guarantee  market  that  the  Petri  bill  will  create.  Direct  guarantors  will  be 
enticed  to  be  guarantors  by  the  opportunity  to  earn,  in  expectation  of  a  profit,  a 
risk-sensitive  premium  that  effectively  will  be  negotiated  between  the  guaranteed 
institution  and  its  syndicate  of  direct  guarantors.   Negotiated  premiums  for  cross- 
guarantee  contracts  will  introduce  market-driven  pricing  into  the  deposit  insurance 
business,  something  that  will  never  be  possible  as  long  as  deposit  insurance  is  a 
government  monopoly.   The  low  level  of  guarantor  losses  will  hold  premium  rates  to  just 
a  few  basis  points  per  dollar  of  protected  liabilities,  even  for  the  smallest  banks. 

In  addition,  the  contract  will  specify  the  safe-and-sound  operating  practices  to 
which  the  guaranteed  institution  will  agree  to  adhere  to  during  the  term  of  its  contract, 
which  the  Petri  bill  limits  to  a  maximum  length  of  five  years.   Hence,  banks  and  thrifts 
will  be  able  to  negotiate  safe  operating  practices  that  will  reflect  the  business  strategy 
they  have  elected.   The  ability  of  banks  and  thrifts  to  negotiate  these  standards  will 
effectively  eliminate  regulatory  arbitrage  while  permitting  these  institutions  to  adapt 
much  more  quickly  than  is  possible  today  to  the  ongoing  impact  of  electronic  technology 
on  the  economics  and  therefore  the  structure  of  financial  services.   The  operational 
improvements  that  can  be  achieved  through  negotiated  safety- "xnd-soundness  standards 
incorporated  in  cross-guarantee  contracts  will  greatly  enhance  the  efficiency  of  banks  and 
thrifts.   Also,  the  superb  credit  enhancement  that  cross-guarantees  will  provide  to 
guaranteed  banks  and  thrifts  will  enable  these  institutions  to  profitably  fiind  even  the 
lowest  risk  credits  available  in  the  marketplace,  which  in  turn  will  enable  banks  and 
thrifts  to  recapture  much  of  the  asset  market  share  they  have  lost  to  the  financial 
system's  regulatory  arbitragers. 

Because  safety  and  soundness  concerns  will  become  the  sole  province  of 
cross-guarantee  contracts,  the  Petri  bill  exempts  guaranteed  banks  and  thrifts  from  all 
federal  safety-and-soundness  statutes  and  regulations,  including  the  Basel  risk-based 
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capital  requirements.   While  "one-size-must-fit-all"  government  regulation  creates  the 
herd  effect  so  often  seen  in  banking,  negotiated  cross-guarantee  contracts  will  largely,  if 
not  completely,  eliminate  this  herd  effect  because  guaranteed  banks  and  thrifts  will  seek 
to  differentiate  themselves  ft'om  their  competitors,  not  mimic  them,  which  is  what 
government  regulatory  micromanagement  promotes. 

So  that  direct  guarantors  can  monitor  the  compliance  of  a  guaranteed  institution 
with  its  cross-guarantee  contract,  the  Petri  bill  authorizes  private-sector  firms,  called 
syndicate  agents,  to  perform  this  monitoring  task  or  in  effect  to  act  as  a  delegated 
monitor  on  behalf  of  the  institution's  direct  gxiarantors.   Syndicate  agent  firms,  which  do 
not  exist  today,  will  combine  elements  of  investment  banking,  public  accounting,  and 
insurance  brokerage.   Each  cross-guarantee  contract  will  designate  one  firm  to  serve  as 
the  syndicate  agent  under  that  contract.   This  firm,  in  turn,  will  have  ongoing,  direct 
access  to  non-public  information  about  the  guaranteed  institution.   Syndicate  agents  will 
completely  replace  all  government  bank  and  thrift  examination  and  supervision  activities. 
In  effect,  the  cross-guarantee  concept  completely  rejects  the  notion  of  depositor  discipline 
as  a  backstop  to  government  regulation  and  instead  imposes  the  entire  disciplining  burden 
on  direct  guarantors  and  their  syndicate  agents.   Figure  7  illustrates  the  parties  to  a 
cross-guarantee  contract. 

Replacing  government  regulators  with  syndicate  agents  will  eliminate  the 
regulatory  moral  hazard  discussed  above  since  a  syndicate  agent  will  quickly  go  out  of 
business  if  its  poor  performance  causes  losses  for  the  direct  guarantors  under  the 
contracts  for  which  that  firm  had  served  as  the  syndicate  agent.   Unfortunately, 
government  regulators  are  not  faced  with  job  or  financial  losses  or  a  loss  of  professional 
reputation  if  they  fail  to  prevent  bank  and  thrift  failures.   In  fact,  FERREA,  the  S&L 
cleanup  legislation  Congress  enacted  in  1989,  effectively  gave  bank  and  thrift  regulators 
huge  raises  in  the  aftermath  of  an  enormous  regulatory  failure. 

The  Petri  cross-guarantee  bill  may  appear  to  represent  a  massive  deregulation  of 
America's  banks  and  thrifts,  but  it  is  not.   Instead,  the  bill  shifts  the  regulation  of 
individual  banks  and  thrifts  from  the  political  marketplace  to  the  much  stronger,  more 
efficient,  and  more  responsible  commercial  marketplace.   The  Petri  bill  actually  bars  the 
federal  government  from  attempting  to  prevent  the  failure  of  individual  banks  and  thrifts 
since  that  will  be  the  job  of  the  cross-guarantee  marketplace.   However,  the  Petri  bill 
does  contain  numerous  interconnected  risk-dispersion  rules  and  other  safeguards  designed 
solely  to  ensure,  far  more  effectively  than  government  regulatory  micromanagement  ever 
can,  that  depositors  and  taxpayers  will  not  suffer  any  losses  from  failed  banks  and  thrifts, 
even  in  conditions  worse  than  the  Great  Depression.   Bank  and  thrift  insolvency  losses 
will  be  totally  absorbed  within  the  cross-guarantee  system.   In  fact,  the  private-sector 
"solvency  safety  net"  the  cross-guarantee  legislation  will  construct  under  the  entire 
banking  system  will  be  far  stronger  financially  than  our  increasingly  indebted  federal 
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government.   The  system's  safeguards  will  be  enforced  by  a  small  new  agency  called  the 
Cross-Guarantee  Regulation  Corporation  (CGRC).   However,  the  CGRC  will  have  no 
regulatory  authority  over  guaranteed  banks  and  thrifts  beyond  that  which  it  will  need  to 
enforce  the  Petri  bill's  systemic  safeguards.   Likewise,  the  CGRC  will  not  be  able  to 
examine  guaranteed  institutions.   That  responsibility  will  lie  entirely  with  the  agent  for 
those  directly  at  risk  if  a  guaranteed  institution  fails,  the  institution's  guarantors. 

The  strength  of  the  cross-guarantee  system,  coupled  with  its  unconditional 
guarantee  of  almost  all  bank  and  thrift  liabilities,  will  effectively  eliminate  runs  on  banks 
and  thrifts,  and  the  systemic  instability  that  runs  can  cause.   Consequently,  the  Federal 
Reserve  will  no  longer  have  to  serve  as  a  lender  of  last  resort  to  the  banking  system. 
Figure  8  contrasts  the  philosophy  of  the  present  government  regulatory  scheme  G^ft  side 
of  the  figure)  with  the  cross-guarantee  concept  (right  side  of  the  figure). 

THE  MANY  BENEnTS  CROSS-GUARANTEES  WILL  DELIVER 

Cross-guarantees  will  deliver  many  benefits  to  the  financial  system  and  to  the 
American  economy.   These  benefits,  enumerated  in  the  appended  synopsis  and  articles, 
include  the  following: 

•  The  banking  system  will  operate  much  more  efficiently  and  safely,  and  with 
essentially  no  risk  to  taxpayers. 

•  By  protecting  all  deposits,  the  cross-guarantee  system  will  end  the  too-big-to- 
fail  discrimination  against  banks  "too-small-to-save"  that  exists  under  the 
present  system  of  federal  deposit  insurance. 

•  The  forward-looking,  risk-sensitive  pricing  of  cross-guarantee  contracts  will 
foster  much  more  accurate  interest  pricing  for  loans  and  securities,  which  in 
turn  will  curtail  the  growth  of  speculative  bubbles  whose  subsequent  bursting 
causes  much  economic  pain  and  accounts  for  most  bank  insolvency  losses. 

•  The  improved  loan  and  securities  interest  pricing  that  will  occur  in  a  world  of 
cross-guarantees  will  lessen  the  perceived  need  for  monetary  policy,  which 
more  often  than  not  hurts  rather  than  enhances  the  performance  of  the 
American  economy. 

•  Due  to  the  strength  of  the  cross-guarantee  system's  solvency  safety  net, 
Congress  will  feel  much  more  comfortable  than  it  is  today  to  grant  additional 
powers  to  banks,  thrifts,  and  their  subsidiaries.   Banks  and  thrifts  in  turn  will 
gain  the  structural  flexibility  they  increasingly  need  to  adapt  to  changing 
technology  and  marketplace  conditions. 
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•  Guaranteed  banks  and  thrifits,  utilizing  the  much  greater  operational  freedom 
they  will  enjoy,  will  be  able  to  much  more  effectively  and  efficiently  serve 
low  and  moderate-income  communities  than  can  be  achieved  under  the 
compulsion  of  the  Community  Reinvestment  Act. 

•  With  just  minor  changes  in  the  Petri  bill,  the  cross-guarantee  system  can  be 
extended  to  apply  to  any  type  of  financial  intermediary,  thus  enhancing  the 
efficiency  and  safety  of  the  entire  financial  system.   This  extension  of 
cross-guarantees  will  further  reduce  regulatory  arbitrage  within  the  financial 
system. 

•  Because  the  cross-guarantee  concept  will  work  in  any  market  economy  in 
which  there  is  sufficiently  reliable  contract  enforcement,  competitive  pressures 
will  force  other  industrialized  nations  to  enact  comparable  cross-guarantee 
legislation  once  the  Petri  bill  is  enacted.   The  spread  of  cross-guarantees 
throughout  the  industrialized  world  will  improve  the  economic  performance  of 
these  nations  and  indirectly  help  the  economies  of  the  lesser  developed  nations 
that  currently  lack  the  legal  systems  that  a  cross-guarantee  system  needs  in 
order  to  flourish. 


CONCLUSION 

Banking  regulation  ultimately  is  about  power,  specifically  power  over  the  money 
flowing  through  the  banking  system.   In  a  slowly  changing  and  highly  compartmentalized 
financial  world,  the  political  marketplace  was  able  to  capture  and  maintain  substantial 
power  over  the  financial  marketplace,  which  until  recently  was  dominated  by  depository 
institutions,  specifically  banks  and  thrifts.   However,  electronic  technology  is  rapidly 
destroying  the  ability  of  the  political  marketplace  to  maintain  its  control  over  the 
financial  marketplace.    Power  over  finance  is  irreversibly  shifting  to  the  much  more 
efficient  and  democratic  commercial  marketplace.   However,  this  shift  is  increasing 
regulatory  risk  within  the  financial  system,  specifically  the  regulatory  moral  hazard  that 
has  always  accompanied  government  regulatory  micromanagement  of  individual 
depository  institutions. 

The  cross-guarantee  concept  not  only  provides  a  sound  escape  from  the 
imbroglio  of  government  banking  regulation,  but  it  will  deliver  benefits  far  beyond  the 
banking  system.   Cross-guarantees  will  bring  pain  to  some,  specifically  to  those  who 
profit  from  the  inefficiency  and  instability  fostered  by  government  banking  regulation. 
But  the  American  electorate  should  willingly  treat  that  pain  as  a  small  price  to  pay  for 
transforming  American  banking  into  a  system  properly  geared  for  the  next  millennium. 


10 


631 


Figure  1 
Which  Represents  More  Efficient  Funds  Intermediation? 
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Figure  2 
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Data  as  a  percentage  of  GDP  and  Average  Total  Ctvilian  Employment 
(inverted  scale) 


Figure  3 


1 1 

<D  2 

^  o 

|5 

11 

«  1!= 
C    <C 

M-     C 

O    (0 

I! 

Q-TJ 

>    = 

:£■? 


c  S 


<o  So  s 

•S    3    O  — 


e  «  o 

sat 

lD£o  S 

58';£ 

3  c  a 

U.   IS   g 


fi| 
=  §* 

a  8  2  4   i 


fe£E' 
O  g  c 
"5  ".8 


(aieas  pa)j»vuO 
siassv  SKVCuex  leioi  s/uiouooa  agi  >o  aSeiuaajad  e  se  eiea 


3 
«0      . 

O 

®  l« 

cA 

Sr 

>> 
UJ 

«« 

VO 

CTJ 

0> 

O  3 
COU. 

(a) 

634 


Figure  4 
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Figure  5 

The  Cross-Guarantee  System  Shifts  All 
Creditors'  Insolvency  Risk  in  a  Banic  or  Thrift  to 
an  Independent  Set  of  Guarantors 
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Figure  7 
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Figure  8 
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Synopsis  of  H.R.  5227 

The  Deposit  Insurance  Reform,  Regulatory 
Modernization,  and  Taxpayer  Protection  Act  of  1994 

Inherent  and  irreparable  Flaws  In  Federal  Deposit  Insurance 

■  As  President  Roosevelt  warned  in  1933,  federal  deposit  insurance  protects 
bad  banks  as  well  as  good.   It  also  puts  a  premium  on  unsound  banking 
and,  in  the  case  of  the  S&Ls,  has  cost  taxpayers  billions  of  dollars. 

■  As  bank  and  S&L  insolvency  losses  soared  during  the  1980s,  regulators 
moved  too  slowly  to  deal  with  failing  institutions.   This  inaction  made 
deposit  insurance  losses  even  worse. 

■  Deposit  insurance  mispricing  caused  a  substantial  misallocation  of  credit  in 
the  1980s  that  has  prolonged  the  recovery  from  the  recent  recession;  the 
FDIC's  new  risk-based  premiums  still  overcharge  good  banks  and  thrifts 
and  dampen  their  willingness  to  lend.   Consequently,  some  sound 
businesses  still  cannot  get  sufficient  credit. 

■  Deposit  insurance  must  be  priced  to  reflect  the  riskiness  of  individual 
banks,  but  the  FDIC  cannot  properly  set  risk-sensitive  premiums  because 
accurate  prices  can  be  established  only  in  private,  competitive  markets. 

■  Banking  has  increasingly  become  a  captive  of  government  regulatory 
micromanagement  that  caimot  keep  up  with  rapid  changes  in  a  financial 
world  driven  increasingly  by  electronic  technology.   Government 
regulation  has  become  counterproductive  and  harmful  to  good  banks  and 
thrifts  and  to  America's  international  competitiveness. 

Basic  Principles  of  the  100%  Cross-Guarantee  Solution 

■  End  taxpayer  risk  and  bailouts  by  ensuring  that  private  sector  equity  capital 
always  protects  ALL  bank  and  thrift  deposits  from  loss. 

■  Let  private  markets  set  risk-sensitive  deposit  insurance  premiums,  based  on 
leading  indicators  of  banking  risk,  that  will  discourage  unwise  banking 
practices. 
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■  Shift  "safety-and-soundness"  regulation  for  banks  and  thrifts  to  those  who 
bear  the  risk  of  loss,  the  owners  of  the  private  capital  protecting 
depositors. 

■  Also  shift  the  bank/thrift  closure  decision  to  those  guarantors  bearing  the 
risk  of  loss.  These  guarantors  have  the  strongest  incentive  to  minimize 
losses  and  therefore  should  control  the  risks  they  have  assumed. 

■  Use  a  "stop-loss"  mechanism  to  spread  the  bank/thrift  insolvency  risk 
widely,  and  therefore  thinly,  over  the  equity  capital  of  the  financial  world. 

■  Retain  federal  deposit  insurance  as  a  never-to-be-used  backup  insurance, 
but  only  for  deposits  up  to  $100,000. 


Specifics  of  the  100%  Cross-Guarantee  Solution 

■  Each  bank  and  thrift  enters  into  a  contract  with  a  syndicate  of  banks,  thrifts 
and/or  other  well  capitalized  entities  that  guarantees  the  original  contractual 
terms  of  all  deposits  and  most  other  liabilities  of  the  guaranteed  institution. 

■  Premium  rates  and  other  contractual  terms  are  negotiated  on  a 
syndicate-by-syndicate  basis  and  are  NOT  subject  to  government  regulation 
or  approval. 

■  Numerous  safeguards  protect  taxpayers  against  another  deposit  insurance 
bailout.   A  mandatory  "stop-loss"  mechanism  passes  part  of  any  large 
insolvency  loss  to  the  guarantors'  guarantors.   Risk  dispersion  rules  require 
a  minimum  number  of  guarantors  for  any  one  bank  or  thrift  and  limit  both 
the  aggregate  risk  assumed  by  a  guarantor  and  the  amount  of  risk  any  one 
guarantor  assumes  for  any  one  bank  or  thrift. 

■  Cross-guarantee  contracts  cannot  be  canceled  unless  the  guaranteed  bank  or 
thrift  first  obtains  a  replacement  contract  or  is  acquired  by  another 
guaranteed  bank  or  thrift.   Once  guaranteed,  no  institution  can  operate 
without  a  cross-guarantee  contract  in  place. 

■  Each  syndicate  retains  an  agent,  called  the  syndicate  agent,  to  monitor  the 
financial  condition  of  the  bank  or  thrift  it  has  guaranteed  to  ensure 
adherence  to  all  contractual  terms  and  to  act  as  a  buffer  to  protect  the 
competitive  secrets  of  the  guaranteed  institution. 
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A  new  agency,  the  Cross-Guarantee  Regulation  Corporation,  regulates  the 
cross-guarantee  process,  primarily  to  ensure  that  all  guarantors  are 
guaranteed  with  regard  to  their  cross-  guarantee  obligations  and  that  they 
have  sufficient  capital  relative  to  the  risks  they  have  assumed.   Safety-and- 
soundness  concerns  for  individual  institutions  shift  to  the  syndicates.   The 
bank  regulatory  establishment  is  then  downsized  as  banks  and  thrifts  obtain 
cross-guarantee  contracts. 

A  back-up  fund  (BUF)  insures  deposits  up  to  $100,000,  but  only  on  a 
back-up  basis.    It  should  never  experience  a  loss.    Guaranteed  banks  and 
thrifts  can  still  post  the  FDIC  insurance  logo. 

Weaker  banks  and  thrifts  will  have  ample  time  to  raise  the  capital  needed 
to  obtain  a  cross-guarantee  contract  or  to  merge  with  another  institution. 
The  FDIC  has  ample  funds  today  to  cover  losses  in  the  few  institutions  that 
might  fail  in  this  conversion  process. 

Phase-in  provisions  give  smaller  banks  and  thrifts  up  to  ten  years  to  obtain 
a  cross-guarantee  contract.   The  first  contracts  become  effective  when  250 
banks  or  thrifts,  with  total  assets  of  at  least  $500  billion,  have  approved 
contracts  in  hand. 

A  competitive  market  with  an  ample  pool  of  potential  guarantors  protects 
against  premium  overcharges,  ends  concerns  about  capital  adequacy  in  the 
banking  system,  and  permits  guarantors  to  accept  or  reject  individual 
cross-guarantee  risks  as  they  see  fit. 

Although  there  should  be  no  bank  runs,  cross-guarantee  contracts  protect 
any  loan  a  Federal  Reserve  bank  makes  to  a  guaranteed  institution 
experiencing  liquidity  problems,  or  for  any  other  reason. 
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A  Horse  of  A 


by    Rep.     Tom    Petri    and    Bert    Ely 


Clou  your  eyes  and  imagine  a  very  different  world  than  the  one  in  which  banks  are  governed  by  a  federal  deposit 
insurance  system.  Two  prominent  proponents  of  the  cross  guarantee  system  say  it  will  make  banking  a  business  again 
while  lessening  the  liability  risk  for  bank  directors. 


Banking  is  noc  i  dyin;  business.  It 

only   looks   that  way   because  j 

federal  regulation  is  strangling  ' 

banking  while  favonng  non-bank  competitors  i 

with  less  regulation  and  lower  tax  burdens  ■ 


As  Bill  Scidman.  Former  KDIC  chairman 
and  now  publisher  of  B^nt  Director  stated  in 
the  Fourth  Quarter  1993  edition  of  Bant 
Dtr/,for  "Banks  arc  losing  market  share 
because  regulatnrv  burdens  have  made  them 


high<ost  operators."  He  also  could  have  said 
that  banking  regulations  have  made  direc- 
tors' and  officers*  insurance  more  expensive 
and  made  it  harder  for  banks  to  recruit  and 
retain  dircitms. 
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In  Ij.:  bjnkiM!;  is  j  sddi)  hn>iiics».  and 
one  thj:  >  imporc.ini  lo  [he  Anicric.in  ccono- 
mv  Hc'"cvcr.  i(  needs  lo  be  freed  ol  its  rcE- 
uljiory  snjcklcs  so  ihji  bjnkN  jnd  their 
directors  can  conduct  their  bankini:  business 
uithout  :';ar  of  another  regulators  rci^n  of 
terror  thi:  mdiscriminatelv  treats  all  bankers 
as  incompetents  and  potential  crooks,  which 
unfortunately  is  the  attitude  that  persades 
FDICIAithe  Federal  Deposit  Insurance 
Corporaion  Improvement  Act  of  1991). 

The  ration  d'etrt  for  much  of  this  bank- 
ing regulation  is  federal  deposit  instirance. 
Therefore,  there  is  little  prospect  of  relief 
for  banks  and  their  directors  without 
fundamental  deposit  insurance  reform. 
Such  relief  would  be  provided  by  The 
Deposit  Insurance  Reform,  Regulatory 
Modernization,  and  Taxpayer  Protection 
Act  of  1993  (H.R.  3570). 

This  bill  would  enact  the  100%  cross- 
guarantee  concept  for  privatizing  banking 
regulation  and  its  anendani  deposit  insurance 
risk.  It  does  noi  eliminate  banking  regulation; 
instead,  it  substitutes  competitive,  market- 
driven,  ci:stomer-sensitive  regulation  for  gov- 
ernmental edicts  that  often  cause  more 
problems  than  they  solve.  Market-driven  reg- 
ulation K-ill,  in  turn,  permit  banks  and  thrifts 
to  operate  as  real  businesses,  and  not  as 


extensions  of  the  federal  Government. 

The  deposit  iiisiarance 
problem 

Government  banking  re!;iilatii>n  Jid  not 
just  happen,  it  has  evolved  over  icvcral  cen- 
turies. Its  piincipal  ration.ilc  has  been  lo  pre- 
vent the  failure  of  in.liviilii:il  hanks   I  Icnee, 


capital  rei)iiircmciiis.  lending  liniitatHins.  and 
other  safct\-and-soundncs.s  standards  are 
almost  .IS  old  .is  banking.  But,  banking  regula- 
tion has  never  eliminated  bank  failures:  in 
fact,  hankin"  has  been  swept  bv  penodic  pan- 
ics that  have  seen  scores  or  even  hundreds  of 
banks  fail  because  the\'  were  insolvent,  or  per- 
ceived by  the  public  to  be  insolvenL 

In  the  absence  of  deposit  insurance,  deposi- 
tors and  other  creditors  bear  the  insolvency  loss 
of  a  failed  bank.  Banking  panics  also  can  cause 
widespread  economic  distress  as  bankers 
dump  their  investments  and  call  in  loans  to 
fund  deposit  runs.  In  effect,  bank  failures  can 
cause  two  kinds  of  problems:  cash  losses  to 
individual  creditors  of  failed  oanks  and 
impaired  performance  of  an  entire  economy. 

Banks,  like  any  kind  of  business,  should 
not  be  protected  from  failure,  yet  the  conse- 
quences of  widespread  failures  are  under- 
standably feared  by  politicians  and  the 
general  public  alike.  Hence  the  perceived 
need  for  deposit  insurance.  This  insurance 
not  only  protects  widows  and  orphans,  but  it 
also  inhibits  banking  panics  that  can  damage 
the  entire  economy. 

Deposit  insurance  attempts  to  isolate  the 
depositor  protection  problem  by  focusing 
insolvency  losses  on  a  deposit  insurer,  and 
possibly  on  creditors  of  a  failed 


bank  who  supposedly  can  be  stuck  with  their 

I   share  of  the  loss  without  causing  a  banking 

I    panic    Bank  regulation  then  becomes  a  tool 

I    for  minimizin!;  the  deposit  insurer's  lc«s.  .So 

far.  so  good.  The  problem  arises  when  /«■- 

<Tji(ni-/rr  regulators,  usini;  SDvernmcni's  police 

powers,  .iitempt  to  prevent  losses  siilTered  by 

a.^r/7/wr///dcp«»Mt  insurer. 


.\4  I  rji.klin  l<....sevelt',l.servcd  during 
his  fuM  preSKlcniia!  ncwv  conference: 
"Government  dci«iMi  insiirancc  will  guaran- 
tee bad  banks  as  "ell  as  :;>jod  banks,  cost  the 
(taxpaver]  moncv.  and  put  a  premium  on 
unsound  banking  m  the  future."  In  other 
words.  It  is  gov  ernmcnt  regulation  and  a  gov- 
ernment-run insurance  program  that  is  bank- 
ing's problem,  not  regulation  and  deposit 
insurance,  per  sc 

The  failings  of  government 
regulation  and  insurance 

Government  banking  regulation/deposit 
insurance  has  an  inherent,  irreparable  failing 
that  is  the  root  cause  of  its  problems:  It  is  a 
government  monopoly.  Monopolies  can 
never  deliver  goods  and  services  as  efficiendy 
or  as  etTeccively  as  private,  competitive  mar- 
kets for  the  simple  reason  that  competition 
spurs  better  performance  because  customers 
can  decide  with  whom  they  will  do  business. 
Suppliers  who  perform  badly,  give  poor  ser- 
vice, or  treat  their  customers  in  a  high-hand- 
ed, officious  manner  simply  do  not  get  the 
business,  and  fail,  as  they  should. 

Government  regulatory  monopolies  are 
even  worse  than  private  monopolies,  for  sev- 
eral reasons.  First,  government  monopolies 
rely  on  uniform  rules  and  regulations,  rather 


than  custom-tailored  and  mutually 
agreed  upon  contractual  terms,  to  influence 
the  behavior  of  their  "cusiomers."  Given  the 
legitimate  notion  that  all  persons  must  be 
treated  eqiiallv  before  the  law.  government 
regulations  become  ■'one->l^c-mlls^-^lt-al^ 
rules  thai  barciv  lit  aiivone  ai  all. 

In  a  fasi-nioving  and  complex  financial 
world,  goveritnicni  rci^iil.iliitns  increasingly 
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<i:ii  n  banking  as  (hey  lag  behind  rapidly 
chirjinR  realities.  .\s  Ruperc  Penr<ant-Rea, 
the  Deputy  Governor  of  the  Bank  of 
Enrund.  readily  admitted  recently  to  a  group 
of  iiiTkers.  regulators  are  always  five  years 
ber..:d.  and  that  is  good,  according  to 
Pcr.rjnt-Rca.  for  if  regulators  tried  to  stay 
abreist  of  technology,  they  would  stifle  inno- 
vauci-..  Of  course,  this  delay  means  chat  gov- 
er.ir:ni  regulators  will  always  lag  in 
evaLjcing  new  risks  that  should  be 
addrssed  ih  a  more  timely  manner. 

S=;ond,  government  regulatory  monopo- 
lies :unnot  use  the  pricing  mechanism  as  a 
cool  u  influence  customer  behavior  in  ways 
that  cpcimize  economic  performance.  Prices, 
like  criier  contractual  terms,  can  be  properly 
deceniined  only  in  private,  compecidve  mar- 
kets There  both  buyers  and  sellen  have 
choicti.  Banks  have  no  choice,  however,  if 
they  ire  dealing  with  a  government  regulaco- 
r>'  an;  insurance  monopoly. 

Tbe  FDIC  has  imptemenced  what  it  calls 
"risk-iensitive'  insurance  premiums,  but 
they  ack  true  risk  sensitivity  because  of 


another  failing  of  government  monopolies: 
The  politically  powerful  who  are  unhappy 
with  how  (he  monopoly  hat  treated  them 
will  squawk,  and  get  political  relief. 
Undersunding  (his  reality,  the  FOIC  pulled 
its  punch  and  implemented  premium  rares 
designed  no(  (o  offend.  Hence,  the  power  of 
pricing  (0  promore  good  economic  behavior 
and  deter  bad  behavior  will  always  be  lacking 
in  a  government  insurance  monopoly,  such  as 
the  FDIC. 

Accurate,  market-driven  pricing  is  espe- 
cially imporunt  in  banking  because  the  risk 
of  insolvency  to  a  deposit  insurer  should  be 
incorporated  in  the  interest  rate  a  bank 
charges  on  every  loan  it  makes.  Properly 
pricing  this  insurance  risk  not  only  protects 
the  insurer  but  also  promotes  the  much 
greater  social  good  of  ensuring  that  the  bank 
is  extending  credit  in  a  manner  that  will  not 
later  cause  broad  economic  distress.  To  a 
great  extent,  badly  priced  deposit  insurance 
was  the  root  cause  of  the  recent,  and  still  lin- 
gering, commercial  real  estate  crisis.  Like 
any  other  economic  good,  though,  insurance 


can  onl>  he  pnccd  properly  in  a  competitive, 
and  therefore,  pnvaie  marketplace. 

Third,  government  rule-making,  by  its 
ver>  njture,  is  a  highly  politicized  process 
that  often  produces  unintended  conse- 
quences worse  than  the  problem  that  a  par- 
ticular rule  or  dicute  is  attempting  to  solve. 
Often  these  rules  are  simplistic  or  ignore  eco- 
nomic realities.  Two  examples  will  illustrate. 

Uniform  capital  regulations  assume  that  all 
banks  and  thrifts  have  the  same  risk  profile, 
yet  banks  and  thrifts  differ  greatly  in  their 
appetites  for  and  ability  to  manage  risk. 
Further,  some  believe  that  whatever  ails 
deposit  insurance  can  be  cured  by  imposing 
higher  capital  standards  on  banks  and  thrifts. 
Yet  higher  uniform  capital  standards  serve  pri- 
marily to  drive  out  of  banks  and  thrifts  k>wer- 
risk  assets  that  the  marketplace  says  do  not 
nee^  as  much  capital  backing.  Consequently, 
the  financial  markets  have  become  active 
securitizen  of  these  lower-risk  assets. 

After  the  Great  Depression,  the  federal 
government  encouraged  S&Ls  (o  ignore  eco- 
nomic reality  by  engaging  in  an  extreme  form 
of  maturity-mismacchine  that  is,  using  short- 
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tcffT  'CJlliK  withdrjwjbic  pa:>stHxjk  sj\  mj;i 
1(1  fr jncc  lons-ierm.  fixcil-t.ite  home  nion- 
SJSi  •  Thii  worked  onK  in  j  scjble  intcreii 
rate  :-i\  ironincni.  vet  the  world  i!>  hjrdlv  sta- 
ble— .ijnicubrlv  when  ihc  cnuntrv  hjs  a  cen- 
tral rink,  the  Federal  Reserve,  that  set 
AniC'.t'a  up  tor  record-high  interest  rates  in 
the  :jfly  1980s  bv  depressing  real  rates  of 
inic'tit  in  the  1970$  Understandably,  then, 
the  N.\l,  industry  was  a  disaster  waiting  to 
hapf>:n  by  1980  when  interest  rates  jumped. 

The  cross-guarantee 
solution 

Regulation  and  deposit  insurance  are  not 

I  the  poblems  for  banking.  Gnenimeni regula- 

'  rion  i-id  govenimenr  deposit  insurance  arc  the 
probtms.       Until       now, 

i  thoujh.  a  safe-and-sound 

I  privax  sector  alternative  has 

'  not  existed.  Numerous  pri- 

'  vate  sector  deposit  insurance 
schenes  have  been  tried, 
but.  zith  three  noteworthy 
exceptions,  these  schemes 
faile;  because  ihcy  neither 

<  priced  properly  nor  diveni- 

,  Tied  idequately  the  insol- 

I  vencv  risk  they  assumed: 
woise.  they  relied  on  go'/em- 
men:  regulators  to  keep 
banks  on  the  straight-and- 
narrcw. 

T:,e  three  exceptions, 
the  deposit  insurance  mechanisms  that  oper- 
ated .n  Ohio,  Indiana,  and  Iowa  before  the 
Civil  War,  arc  antecedents  of  a  sort  for  the 
cross-guarantee  concept  for  privatizing  bank- 
ing reflation  and  io  attendant  deposit  insur- 
ance .-isk.  Unfortunately,  federal  banking 
legisiition  enacted  during  the  Civil  War 
effectively  snuffed  out  these  three  plans, 
thus  sboning  the  development  of  a  protec- 
tion irechanism  that  might  have  evolved  into 
the  crMs-guarantee  concept  reflected  in  The 
Oepcsit  Insurance  Reform.  Regulatory 
.Modernization,  and  Ta.xpaycr  Protection  .Vt 
of  19^3  (H.R.  3570).  .^3  veteran  banking  con- 
sulun  Carter  Golembe  otKC  observed,  when 
Conresj  enacted  federal  deposit  insurance 
in  193j.  over  the  strong  objections  of 
President  Roosevelt  and  others  who  knew 
better,  it  modeled  the  FDIC  on  the  many 
state  deposit  insurance  plans  that  failed  by 
then  .ithet  than  on  the  three  that  worked. 
Such  J  the  wisdom  of  Congress. 

T"<  cross-guarantee  concept  sounds  com- 
plex, jr  even  alien,  largelv  because  it  relics 
on  m..rkci  forces,  rather  than  government 
edicts,  to  promote  safc-jnd-soitnd  banking. 


H  R.  .>570  ctciicb  a  iiniitriplmr  in  which 
banks  and  ihriits  will  freely  negotiate  con- 
tracts that  guarantee  «//of  each  institution's 
deposits  and  most  of  its  other  liabilities 
against  loss  .should  the  institution  become 
insolvent.  .Most  of  the  guarantors  under 
these  contracts  will  be  other  banks  and  thrifts 
who  have  voluntarily  agreed  to  be  guarantors 
under  a  particular  contract.  Hence,  the  term 
"cross-guarantee"  describes  a  system  which 
essentially  is  an  industry  self-insurance 
mechanism.  To  broaden  the  pool  of  poten- 
tial guarantors,  the  bill  also  authorizes  non- 
depository  guarantors,  such  as  industrial 
corporations,  university  endowment  funds, 
and  very  wealthy  individuals. 

Figure  1  illustrates  the  panics  to  a  typical 
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cross-guarantee  contract.  Under  the  bill,  an 
ad  hoc  syndicate  of  guarantors  will  assume 
almost  all  of  the  guaranteed  institution's 
insolvetKy  risk,  thus  eliminating  any  need  for 
depositor  discipline.  By  protecting  all 
deposits,  the  cross-guarantee  system  also 
eliminates  the  discrimination  thousands  of 
small-cnough-to-liquidate  banks  and  thrifts 
experience  under  the  loo-big-to-fail  reality  of 
the  industrialized  world. 

In  return  for  providing  iruolvency  protec- 
tion, the  guaranteed  institution  vkill  pay  its 
guarantors  a  premium  or  guarantee  fee  that 
will  be  determined  under  the  terms  of  the 
contract.  Presumably,  this  risk-sensitive 
premium,  based  on  leading  indicators  of 
banking  risk,  will  reflect  the  guaranteed  insti- 
tution's insolvency  risk  more  accurately  and 
timely  than  the  FDIC's  supposedly  risk-sen- 
sitive premiums  can  ever  hope  to  do  The  net 
cost  of  cross-guarantees,  including  related 
compliance  costs,  should  be  much  lower  for 
banks  and  thrifts  than  the  present  cost  of 
being  federally  regulated  and  insured,  for  two 
reasons.  First,  lower  bank  insolvencv  losses 
under  the  cross-guarantee  system  will  lead  to 


lower  preniiuni  rates  for  most  banks  than  will 
be  likcls  under  federal  deposit  insurance. 
Second,  niarket-dnven  regulations  will  be 
much  less  costlv  to  comply  with  than  inappro- 
priate government  regulations. 

Working  through  an  independent,  private- 
sectoi  "svndicatc  agent."  the  guarantors  will 
be  able  to  monitor  the  guaranteed  institu- 
tion s  compliance  with  the  safcrv-and-sound- 
ness  provisions  set  out  in  its  cross-guarantee 
contract  Thue prvLiuoiis  vill complmly  rcplacr 
the  government  safety'tiiiH-soiindneis  regulations 
iinrler  vhich  banks  antt  thrifts  now  operate. 
Hence,  these  provisions  will  reflect  the  busi- 
ness strategv  the  bank  or  thrift  has  selected; 
no  longer  will  government  regulation  dictate 
banking  strategies.  Employees  of  the  syndi- 
cate agent,  sensitive  to  the 
needs  and  interests  of  both 
the  guaranteed  institution 
and  it]  guarantors,  will 
replace  officious  govern- 
ment bank  examiners. 

Of  course,  if  the  syndi- 
cate agent  bungles  or  the 
guarantors  fail  to  respond  in 
a  timely  manner  to  danger 
signs  flashed  by  the  guaran- 
teed institution,  and  it 
becomes  insolvent,  the 
gturaniors  may  suffer  a  lt»s. 
Under  no  circumstance, 
though,  will  the  federal  gov- 
ernment attempt  to  prevent 
the  failure  of  an  individual  institution  or  pro- 
tect guarantors  and  syndicate  agents  from 
their  own  follies.  Of  special  importance  to 
bank  and  thrift  directors.  H.R.  3570  bars 
guarantors  from  using  the  FDIC's  extraordi- 
nary powers  to  sue  directors  for  mistakes  the 
guarantors  or  the  syndicate  agent  made  in 
overseeing  the  activities  of  a  failed  bank  or 
thrift.  The  buck  will  stop  with  the  guaran- 
tors. 

Government  regulation  of  the  cross-guar- 
antee marketplace  will  focus  only  on  main- 
taining the  stability  of  the  entire  banking 
system  Specifically.  H.R.  3370 creates  a  snull 
regulatorv  agency,  the  Cross-Guarantee 
Regulation  Corporation  (CGRC).  to  oversee 
the  cross-guarantee  marketplace.  The  CGRC 
will  approve  every  cross-guarantee  contract 
before  it  takes  effect,  but  only  to  ensure  that 
the  contract  meets  certain  statutorily  pre- 
scnbed  nsk -dispersion  requirements  designed 
solely  to  ensure  that  no  failure  of  an  individu- 
al institution  will  shake  people's  faith  in  the 
strength  of  the  cross-guarantee  system  or 
cause  Congress  to  be  concerned  about  having 
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t(i  use  {jxpjscr  funds  m  bjil  out  the  swtcm. 
j>  happened  with  federjl  depiisit  insufjnee. 

(he  fiilloumj;.  rcuvinjbK  strjighlforwjrd 
rules,  which  the  CORC  will  enforce,  will 
effectivcK  construct  a  "solvents  safetv  net" 
under  the  entire  banking  system  that  will  be 
sirongcr  financially  than  our  increasingly 
indebted  federal  govemmcnc 

•  Every  guarantor  must  itself  be  guaranteed 
by  other  guarantors.  This  inviolate  require- 
ment automatically  constructs  the  solvency 
safety  net  that  Is  then  strengthened  by  the 
following  requirements. 

•  Each  guarantor  will  benerit  from  a  uniform 
"stop-loss'  rule  that  will  pass  all  of  its  losses 
as  a  guarantor  over  a  ceruin  limit  through  to 
it5  own  guarantors.  This  loss  pass-through 
will  spread  a  Urge  insolvency  loss  widely  but 
thinly  across  the  solvency  safety  net,  thus 
ensuring  that  no  loss  will  puncture  this  safety 
net,  even  in  conditions  worse  than  the  Great 
Depression.  The  stop-loss  limit  has  been  set 
so  that  no  guarantor  will  fail  by  virtue  of 
beingaguanntor. 

;  ♦  The  insolvency  risk  posed  by  each  cross- 
guarantee  contract  will  be  spread  over  many 
guarantors.  For  example,  any  bank  or  thrift 
with  more  than  $10  billion  of  assets  must 
have  at  least  100  guarantoti,  no  one  of  whom 
can  assume  more  than  one  percem  of  the  risk 
under  that  contract. 

•  Each  guarantor  will  be  limited  as  to  the 
maximum  amount  of  risk  it  can  assume 
under  any  one  contna  and  in  the  aggregate 
Using  premium  income  as  a  proxy  for  the 
risk  assumed,  a  guarantor's  total  premium 

i  income  from  all  of  its  cross-guarantee  con- 
'  tracts  on  an  annualized  basis  cannot  exceed 
3%  of  ia  equity  capital 

Together,  these  provisions  will  create  t 
puncture-proof  solvency  safety  net  under 
all  banks  and  thrifts,  as  illustrated  in  Figure 
;  Z.  Strictly  as  a  political  facade,  the  bill  cre- 
!  ates  a  backup  fund  (BUF),  that  would 
honor  the  present  federal  deposit  insurance 
_  [  commitment.  However,  no  loss  should  ever 
I  reach  the  BUF.  If  such  an  event  did  occur, 
j  the  federal  government  already  would  be 
I  defaulting  on  its  own  obligations  because  a 
'  horrendous  disaster,  such  as  a  major  East 
Coast  eanhquake  or  a  large  meteor  strike, 
had  devastated  the  American  economy. 
I       The  cross-guarantee  system  is  premised 
on  harnessing  market  forces  to  deliver  safe 
i  and  sound  banking  to  America.  The  transi- 
tion to  cross-guarantees  reflects  that  phtloso- 
I  phy.  The  cross-guarantee  sy<ttcm.  if  enaaed. 


«ill  ni)t  Jtin ate  unless  jt  lejst  Jsii  lunks  and 
thrifts  with  Jt  least  S.StK)  billion  of  assets  hj\e 
first  -ulantiinli obtained  contrjtts  jpprined 
by  theCCikC:.  Onlv  il  this  critical  mass  is 
reached,  will  the  ssstcm  actuate 

If  most  hanks  and  thrifts  decide  sinern- 
ment  regulation  is  preferable  to  the  cross- 
guarantee  system  (certainly  a  dubious 
proposition),  then  nut  enough  banks  and 
thrifts  will  obtain  contracts,  and  the  system 
will  not  activate.  Once  it  docs,  though,  banks 
and  thrifts  will  have  up  to  eight  years  ( for  the 
smallest  institutions)  to  become  guaranteed 
institutions.  Those  not  able  to  obtain  a  con- 
tract (which  should  be  ver\  few  because  of 
FDICIAI  will  effectively  have  failed.  They 
will  immediately  be  taken  o\cr  by  the  FDIC. 

The  iiaaaay  payoffs  froan 
cross-guaraaitees 

The  cross-guarantee  syste.Ti  will  be  a  win- 
win  proposition  for  banking  and  for  the  econ- 
omy because  it  will  promote  sounder  and 
more  efficient  banking  that  will  properly 
reward  good  bankers,  and  their  stockhold- 
ers/direaofs,  while  discouraging  bad  banking 
practices  that  hun  everyone. 

Risk-sensitive  cross-guarantee  premiums, 
based  on  leading  indicators  of  banking  risk, 
will  jump  for  credit  being  used  to  inflate 
speculative  bubbles  that  later  will  burst,  caus- 
ing great  losses  to  lenders  and  their  insurers 
and  guarantors.  In  fact,  had  cross-guarantees 
been  implemented  years  ago.  America  would 
not  have  experienced  the  recent,  painful 
recession  that  it  slowly  exited.  Specifically, 
cross-guarantee  premium  rates  would  have 
sig.iificantly  reduced  the  amount  of  credit 
made  available  during  the  1980s  to  develop- 
ers of  unneeded  commercial  real  estate. 

Cross-guarantees  also  will  improve  the 
efficiency  of  the  financial  system  by  eliminat- 
ing incentives  the  marketplace  now  has  to 
engage  in  "regulatory  arbitrage:*  that  is, 
using  electronic  technology  to  lawfully  cir- 
cumvent banking  regulatiotu  specifically  uni- 
form capital  regulations.  Regulatory  arbitrage 
has  been  the  primary  incentive  driving  the 
growth  of  mutual  funds,  the  commercial 
paper  market,  asset  securitization,  hedge 
funds,  and  derivative  products.  In  effect, 
market-driven  regulation  of  the  cross-guaran- 
tee system  will  quickly  eliminate  the  regula- 
tory inefficiencies  that  foster  such  arbitrage. 
By  escaping  from  regulatory  inefficiency, 
banks  and  thrifts  will  be  able  tu  recapture 
much  of  the  market  share  they  have  lost  in 
recent  years. 

In  particular,  the  credit  enhancement  pro- 
vided by  the  crnss-guarantee  system  (all  guar- 


anteed institutions  uill  l>c  W\»»»rjiedl»ill 
permit  hanks  and  thrifts  to  pmlltahK  lend  to 
lou-nsk  NirroMers.  such  as  hi>:h-<)iialirv  corpiK 
rations  and  home  o«  ncrs.  No  longer  will  hanks 
and  thrifts  feel  compelled  to  sceiiniize  their 
higher  (|iulit\  assets.  I  ndercruss-guaramecs. 
thcs  u  ill  he  able  to  keep  them  in  portfolio. 

While  the  cross-guarantee  svstem  will 
benefit  banks  and  thrifts  of  all  sizes,  it  will  be 
especially  beneficial  for  smaller  institutions, 
for  two  reasons.  First,  the  bill  requires  that 
cross-guarantee  contracts  protect  o// deposits, 
and  not  just  the  first  $100,000.  This  provision 
means  that  large  depositors  in  small  banks 
will  not  fear  losing  some  of  their  money  if 
their  bank  fails.  Second,  compliance  costs  for 
smaller  banks  and  thrifts  will  drop  substan- 
tially because  competition  will  produce  cross- 
guarantee  contracts  for  smaller  banks  that  will 
be  much  simpler  than  the  existing  regula- 
tions under  which  these  banks  and  thrifts 
must  now  operate. 

Cross-guarantees  also  will  give  banks 
greater  operational  freedom  to  pursue  unique 
business  strategies.  One  societal  benefit  of 
this  freedom  is  that  some  banks  will  find  it 
worthwhile  to  adopt  an  operating  style  suit- 
able to  serving  low-income  and  minority 
communities.  No  longer  will  the  federal  gov- 
ernment have  to  stiffen  one  set  of  regula- 
tions, the  Community  Reinvestment  Act,  to 
neutralize  the  growing  negative  effects  of 
another  set  of  regulations,  one-size-must-fit- 
all  safety-and-soundness  srandards. 

CeMliig  U» 

cr*as-guarautte«s 

H.R.  3370  has  been  developed  to  the 
point  that  we  are  confident  it  will  work  finan- 
cially and  legally.  That  is  the  easy  part.  The 
hard  part  is  enacting  it,  for  it  will  reverse  the 
growing  politicizaiion  of  the  banking  system. 
In  effect,  the  bill  will  dramatically  shift  power 
over  banking  and  credit  allocation  from  the 
political  process  to  the  marketplace.  This 
shift  will  be  good  for  the  country,  and  for 
banking,  but  bad  for  those  inside  the 
Washington  Beltway  who  seek  to  direct  the 
credit  allocation  process  or  otherwise  profit 
from  the  heavy  hand  of  government  banking 
regulation.  Consequently,  those  who  will  kise 
power  or  money  under  this  reform  will  vigor- 
ously oppose  iL 

H.R.  3370  will  become  a  reality  only  if 
bankers  take  the  lead  in  building  grassroots 
suppon  for  this  escape  hatch  from  increasing- 
Iv  irrational  and  harmful  government  regula- 
tory micromanagemcni  of  banking.  Can 
hankers  meet  this  challenge.'  \mm\ 


647 


RISK  MANAGEMENT 


Cross-Guarantees:  Market- 
Driven  Regulation  for 
Banking 


Bert  Ely 
Ely  &  Company,  Inc. 


THIS  AUTHOR  BELIEVES 

CROSS-GUARANTEES  WILL 

ENHANCE  BANK  REGULATION 

AND  PROVIDE  MANY 

BENEFITS  TO  CORPORATIONS  . 


Overly  restrictive  banking 
regulation  has  made  corpo- 
rate America's  barUcing 
activities  unnecessarily 
cumbersome  and  expensive. 
Woise,  Congress  is  threat- 
ening to  tract  legislation  to  tighten  deriva- 
tives regulation  that  will  further  complicate 
banking  for  businesses  while  impairing  the 
efficiency  of  the  entire  financial  system. 

These  regulatory  tretKis  run  contrary  to 
market  forces  that  electronic  techrw>logy  — 
computers  and  telecommunications  —  has 
unleashed.  This  technology  increasingly 
empowers  the  financial  markets  to  engage  in 
regulatory  arbitrage,  that  is,  to  lawfully  side- 
step or  evade  arbitrary  regulations,  such  as 
uniform  capital  standards  and  mispriced 
deposit  insurance,  that  now  burden  banks 
and  their  customers. 

There  d  a  way  out  of  this  wDrsenmg  situa- 
tion, and  thiit  is  to  reverse  the  trend  towards 
increased  government  regulatory  microman- 
ai.rment  of  Kinkiny  by  mm-inu  to  market -dn- 


ven  regulation  of  the  banking  iivdustry.  The 
cross-guarantee  concept,  an  irviustry  self- 
iruurance  mechanism,  will  deliver  the  mar- 
ket-driven regulation  banks  and  American 
businesses  badly  need.  The  many  payoffs 
from  cross-guaiantees  will  parallel  the  sub- 
stantial benefits  of  deregulation  that  already 
have  occurred  in  the  energy,  transportation, 
and  communications  sectors  of  the  economy. 


Cross-Guarantees 

Very  simply  put,  the  cross-guarantee 
concept  is  an  industry  self-ituurance 
mechanism  for  the  American  banking 
industry.  The  concept  shifts  the  safery-and- 
soundness  regulation  of  individual  banks 
and  thrifts  from  the  government  to  the 
marketplace.  At  the  same  time,  cross-guar- 
antees will  better  protect  taxpayers  from 
banking  crises  than  will  the  present  system 
of  government  regulatory  micromaruge- 
ment  of  individual  banks  and  thrifts  back- 
stopped  by  government  deposit  insurance. 
In  effect,  the  cross-guarantee  concept  rec- 
ognizes that  the  fundamental  problem  in 
banking  today  is  not  regulation  and  deposit 
insurance;  it  is  government  regulation  and 
government  deposit  insurance. 

The  cross-guarantee  cotKept  for  privatiz- 
ing banking  regulation  and  its  attendant 
deposit  insurance  risk  will  bring  salvation  to 
banks  and  to  the  economy.  The  concept  has 
been  transformed  into  legislation,  which  was 
intnxJuced  b>  Rep.  Tom  Petri  (R-WI)  as  the 
Deposit  Insurance  Reform.  Regulatory 
Modemi:ation,  and  Taxpiyer  Protection 
Act  of  199?  (H.R.  3570).  The  Petri  hill 
suKvlitiitCi  m.irkct-driven  rcfjulaiion  of  indi- 
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viJ'jai  banks  and  thrifts  for  pjvemment  fiat 
\vh:!e  constructing  a  "solvency  safety  net" 
uncer  the  entire  banking  system. 

The  Petn  bill  accomplishes  its  assigned 
task  by  creating  a  cross-guarantee  market- 
place m  which  individual  banks  and  thrifts 
will  each  obtain  a  cross-guarantee  contract. 
Theie  contracts  will  protect  all  deposits  aivd 
all  jcher  bank  and  thrift  liabilities  that  con- 
ceivably could  cause  concerns  about  sys- 
temic financial  risk.  This  contracting 
pnxess  will  deliver  market-driven  regulation 
to  the  baI^king  business  by  permitting  each 
bank  and  thrift  to  negotiate  safery-and- 
soundness  rules  that  fit  its  business  strategy. 
The  rules  that  make  sense  for  a  large  money 
cen:er  bank  do  not  make  sense  for  a  small 
cotcmunity  bank,  or  vice  versa. 

A  syndicate  of  guarantors  (mostly  other 
banks  and  thrifts)  will  assume,  under  &te  insti- 
tution's cross-guarantee  contract,  the  insol- 
vet^  risk  now  home  by  the  Federal  Deposit 
Insurance  Corporation  (FDIC)  ar»d  the  insti- 
tution's supposedly  uninsured  creditors. 
UnLke  federal  deposit  insurance,  bowevei; 
guarantors  will  strictly  be  volunteeis.  In 
tenm  for  providing  their  guarantee,  the  bank 
or  thrift's  guarantors  will  collect  a  contractual- 
ly determined,  risk-sensitive  piemium  and 
exercise  a  contractual  right  to  monitoi; 
thrtugh  an  independent  syndicate  agent,  the 
guannteed  institution's  compliance  with  the 
term  of  its  contract.  These  terms  will  include 
negotiated  safety-and-soundness  requirements 
thai  will  replace  existing  state  and  federal 
statutory  atvl  regulatory  requirements. 

Cross-guarantee  contracts  will  effectively 
"unhindle"  the  liability  side  of  bank  and 
thnrc  balance  sheets  by  completely  separat- 
ing an  ir\stitution's  insolvency  risk  from  its 
sources  of  funding.  This  contractual  separa- 
tion has  revolutionary  implications  for  bank- 
ing, business,  and  the  economy.  One  effect 
of  this  separation  is  to  make  all  bank  and 
thrift  funding  essentially  risk-free  because 
the  entire  cross-guarantee  system  will  stand 
behind  every  guaranteed  liability. 

This  separation  also  will  permit  the  cross- 
guanntee  marketplace  to  explicitly  price  each 
bank  and  thrift's  ir>s«>lvency  risk.  Today,  that 
risk  a  pnced  in  a  mynad  of  ways,  both  implic- 
itly tuniform  c;ipital  standards  and  risk  premi- 
ums irKiirpiir.Htfd  in  the  interest  rate  paid  on 
uninsured  dcp«'>sit-s,  tor  ex;imple)  iind  explicit- 


ly, in  deposit  insurance  premiums. 

Market-driven,  cross-guarantee  pricing 
will  reflect  more  accurately  the  irwolvency 
nsk  o(  individual  banks  and  thrifts  than 
FDIC  pricing.  The  cross-guarantee  market- 
place will  have  a  powerful  incentive  (loss 
minimization)  to  price  premiums  based  or 
leading  indicators  of  banking  risk  while  a 
politically  constrained  FDIC  can  look  only 
at  lagging  indicators  of  banking  risk,  such  as 
nonperforming  loans  and  capital.  Because  of 
its  forward-looking  nature,  cross-guarantee 
pricing  will  greatly  impede  the  emergence  of 
speculative  bubbles  and  other  causes  of  asset 

AAARKET-DRIVEN.  CROSS- 
GUARANTEE  PRICING  WILL 
REFLECT  MORE  ACCURATELY 
THE  INSOLVENCY  RISK  OF 
INDIVIDUAL  BANKS  AND 
THRIFTS  TFiAN  FDIC  PRICING 

deflation  that  periodically  have  caused  enor- 
mous deposit  insurance  losses. 

A  rising  cross-guarantee  premium  rate, 
based  on  leading  irvdicators  of  banking  risk, 
usually  will  trigger  a  market-driven  recapital- 
ization of  a  weak  institution  before  it  becomes 
insolvent.  Consequently,  in  a  world  of  cross- 
guarantees,  there  will  be  few  dilutes  and  low 
losses  to  guarantors  from  those  failures. 

The  cross-guarantee  system  will  be  regu- 
lated, but  only  to  ensure  that  all  insolvency 
losses  that  guarantors  suffer  stay  within  the 
cross-guarantee  system.  Protecting  taxpayers 
hom  all  bank  and  thrift  insolvency  losses  is 
key  to  cutting  away  the  regulatory  noose 
that  increasingly  is  strangling  banks  and 
thrifts  and  hampering  their  ability  to  effi- 
ciently serve  their  customers.  The  regulator 
of  the  cross-guarantee  system  will  act  much 
like  a  building  inspector  in  ensuring  that 
each  cross-guarantee  contract  meets  certain 
statutory  requirements  designed  only  to  pro- 
tect taxpayers  fri>m  losses  that  guarantors 
suffer.  These  requirements  include: 

•    A  requirement  that  every  isuirnntor  he 
Ku.-ir.intfed  by  other  ciwr.intori  with 
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respect  to  the  cross-yuarantee  obliga- 
tions it  has  assumeiJ 

•  A  unifortn  "stop  loss"  rule  that  will 
spread  the  rare  large  loss  widely  but 
thinly  over  many  guarantors 

•  Risk -dispersion  rules  for  every  contract 

•  Litnits  on  how  much  cross-guarantee 
risk  a  single  guarantor  can  assume. 

While  the  real  issue  in  deposit  insurance 
reform  b  taxpayer  protection,  the  cross-guar- 
antee concept  does  not  take  away  any  exist- 
ing deposit  insurance  protections.   In  what 
admittedly  is  a  political  focade,  the  Petri  bill 
retains  the  present  deposit  insurance  limits, 
so  that  the  FDIC  sticker  can  be  kept  on  the 
door  of  a  financial  institution,  and  creates  a 
Backup  Fund  (BUF)  to  stand  behind  the 
FDIC  sticker.  The  cross-guarantee  system 
will  create  an  impenetrable  shield  of  capital 
in  front  of  the  BUF.  This  shield  will  protect 
taxpayers  from  all  bank  aivl  thrift  insolvency 
losses  that  guarantors  suffer  in  protecting 
depositors  and  other  crediton  fix>m  losses. 

Benefits  for  Corporate  America 

Cross-guarantees  will  bring  many  bene- 
fits to  corporate  America,  eight  of 
which  are  listed  below: 

1.  Cheaper  banking  services  will  be  the 
biggest  benefit  bar^  customers  will  enjoy.  In 
particular,  banks  will  be  able  to  offer  lower 
prices  for  banking  services  arv]  higher  rates 
on  deposits.  Market-driven  regulation  also 
will  permit  banks  to  charge  comperitive  yet 
profitable  rates  on  credit  supplied  to  low-risk 
borrowers  sirice  the  cross-guarantee  market- 
place will  rujt  demand  as  much  capital  back- 
ittg  for  low-risk  knns  as  the  present  unifbtm 
capital  standards  rK>w  require. 

2.  Another  major  benefit  will  be  absolute 
safety  for  all  deposits  and  almost  all  other 
credit  exposures  of  all  guaranteed  banks. 
Because  of  the  strength  of  the  solverKy  safe- 
ty net  constructed  by  crtss-guarantee  con- 
tracts, every  guaranteed  bank  will  be  AAA- 
rated  and  essentially  a  nsk-free  institution 
from  the  perspective  of  its  customers. 

3.  Guaranteed  banks  will  be  able  to  issue 
irrevocable  lines  i4' credit  arxl  letters  of  credit 
and  will  enter  inro  QFCs  (quilified  finarKial 
cimtracts)  thiit  aintKH  he  revoked,  even  in  the 
event  iif  a  |>uir.iniovJ  insiitutHin's  Kinkrupicy. 


4.  The  diiyliuht  overJr.ift  problem,  which 
mcreasinf;ly  is  impedin>;  hir^e  electronic 
funds  transfers,  will  dis.ippear  becauM.-  cross- 
guarantee  contracts  will  unconditionally 
protect  the  Fed,  the  Clearing  House 
Interbank  Payments  System  (CHIPS),  and 
other  clearing  systems  from  losses  due  to  an 
intraday  or  overnight  credit  exposure  to  a 
guaranteed  bank. 

5.  Guaranteed  banks  will  be  able  to  pay 
interest  on  checking  account  balances, 
which  should  simplify  corporate  cash  man- 
agement and  the  management  of  short-term 
liquidity  and  borrowings. 

6.  Corporate  users  of  banking  services  will 
find  less  need  to  assume  risk  in  sophisticated 
financial  transactions,  such  as  swaps, 
because  they  will  firKl  it  cheaper  to  pay  guar- 
anteed barJcs  to  assume  these  risks. 

7.  Cross-guarantees  will  bring  far  greater 
stability  to  the  firuncial  system  because 
cross-guarantee  contracts  will  focus  aU  bank 
insolvency  risk  on  bank  guarantors  rather 
than  on  bank  creditors,  even  in  economic 
cor^itions  worse  than  those  that  existed 
during  the  Great  Depression. 

8.  Market-driven  regulation  will  enable 
guaranteed  banks  to  provide  a  wider  variety 
of  bankir^  services  and  to  deal  with  their 
customers  more  flexibly  than  is  possible 
urujer  government,  one-size-must-fit-all  reg- 
ulation. In  effect,  corporate  customers  will 
find  themselves  dealir^  with  more  entrepre- 
neurial bankers  as  the  dead  hatvJ  of  govern- 
ment regulation  is  lifted. 

Conclusion 

Within  the  next  few  years,  arid  certain- 
ly by  the  end  of  this  decade,  electron- 
ic technokigy  will  force  major  changes  in 
how  banking  institutions,  and  possibly  their 
customers,  are  regulated.  The  knee-jerk 
reaction  in  Washington  today  would  be  to 
have  more  of  the  same  overly  restrictive 
regulatory  micromanagemeni  of  individual 
banks  aruJ  thrifts.   But  this  does  TMt  have  to 
be  the  outcome,  for  cross-guarantees  will 
deliver  safer  and  more  efficient  regulation  of 
banking  that  al«i  can  keep  pace  with  mpid 
technological  chiinge.  Corporate  America 
will  he  a  miijor  hencf:Kti>r  of  the  many  K-n- 
efits  crovs-uuiir.inlees  will  deliver,  once  rhis 
corwepi  h.i>  been  en;H.'icd      B 
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PRIVATIZATION 

Privatization  can  range  from  contracting  out  relatively  simple  services  such 
as  building  maintenance  or  food  services  to  transferring  enormous  government 
functions  and  assets  such  as  postal  operations  or  railroads  to  private  ownership. 
The  thread  of  similarity  that  runs  through  all  privatization  is  increased  value  to  the 
taxpayers.  Overall,  the  experiences  of  local,  state,  and  federal  governments 
around  the  world  indicate  that  the  private  sector,  driven  by  profits  and  regulated 
by  market  forces,  perform  more  effectively,  more  efficiently,  and  at  a  lower  cost 
that  do  governments. 

We  have  many  examples  from  around  the  world  to  draw  from  in  exploring 
privatization  options.  Countries  like  Canada,  Argentina,  France,  Australia  and 
Russia  have  all  taken  steps  to  privatize  government  functions  -  particularly  in  the 
energy  industry. 

Privatization  is  not  only  an  option  for  the  federal  government  to  balance  the 
budget,  but  also,  an  opportunity  for  the  federal  government  to  help  competition  in 
the  free  market.  In  the  current  fiscal  challenges  facing  the  U.S.  Government,  the 
budget  is  a  powerful  tool  capable  of  encouraging,  sometimes  forcing,  behaviors 


652 

and  actions  that  will  ensure  sound  financial  health  as  we  move  into  the  next 

century.  The  committee  should  also  note  that  according  to  various  studies  done 
on  privatization,  governments  could  save  as  much  as  20%  of  their  current  costs  of 
operation  by  simply  eliminating  the  overhead  costs  from  the  budget.  I  hope  that 
privatization  will  receive  the  full  consideration  of  this  committee  as  a  common 
sense  budgetary  option. 

The  various  options  under  privatization  can  be  broken  down  into  four 
categories: 

•  Asset  Sales  or  Leases 

•  Contracting  Out 

•  Functional  Conversion 

•  Lifting  Barriers  to  Privatization 
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PRIVATIZATION;   ASSETS  SALES  OR  LEASES 

Since  my  appointment  as  "Privatization  Point-Man"  by  the  Speaker,  my 
office  has  been  approached  by  a  number  of  people  from  the  private  sector  who 
have  an  interest  in  investing  in  federal  government  assets  ranging  from  the 
hydroelectric  facilities  under  the  U.S.  Army  Corps  of  Engineers  and  the 
Department  of  Interior  Bureau  of  Reclamation  to  the  Naval  Petroleum  Reserves 
under  the  Department  of  Energy.  I  wanted  to  brief  the  committee  on  a  few 
options  to  sell  government  assets. 

•  Naval  Petroleum  Reserves  (NPR) 

Selling  Naval  Petroleum  Reserves  would  bring  in  a  projected  net  revenue  of 
$1.6  billion.  The  combined  savings  from  selling  the  NPR  would  be  $1-2  billion. 
President  Clinton  included  the  proposed  sale  of  NPR  in  his  1996  budget  request. 

NPR  was  established  back  in  the  early  1900's  under  the  Navy  to  provide  oil 
for  navy  ships.  In  1977,  it  was  transferred  to  the  Department  of  Energy.  NPR's 
annual  cash  flow  is  $300  million  for  Elk  Hills  alone.  Currently,  the  site  is 
managed  by  the  government  personnel  but  the  oil  production  is  operated  by 
Bechtel  under  a  contract  to  the  government. 
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•  National  Helium  Reserves 

Since  it  was  established  in  1925,  the  National  Helium  Reserves  has 
accumulated  a  debt  of  $1 .4  billion.  Selling  the  processing  and  storage  facilities  of 
the  National  Helium  Reserves  alone  would  save  the  federal  government  $16 
million  by  2000.  The  National  Helium  Reserves  nearly  monopolizes  the  market 
by  controlling  90%  of  the  nation's  helium  reserves.  It  is  time  for  this  program  to 
operate  more  efficiently  and  more  cost  effectively  under  the  free  market  of  the 
private  sector. 

•  United  States  Enrichment  Corporation  (USEC) 

The  House  Energy  and  Power  Commerce  Committee  held  hearings  on 
privatizing  the  USEC  last  week.  The  USEC  is  entering  its  final  stages  of 
privatization  and  it  required  to  submit  a  privatization  plan  to  Congress  by  July  1, 
1995  to  sell  by  FY98.  The  Energy  Policy  Act  of  1992  established  the  Uranium 
Enrichment  Corporation  as  a  federal  corporation  for  eventual  privatization.  The 
proposed  selling  price  is  at  least  $1.5  billion. 
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•  Power  Marketing  Administration  (PMA) 

Selling  the  PMAs  would  save  taxpayers  approximately  $280  million  of 
appropriations  every  year.   The  five  administrations  include  the: 

•  Alaska  Power  Administration   (FY95  =  $6.5  million) 

APA  Proposed  Selling  Price  =  $85  million 

•  Southeastern  Power  Administration  (FY95  =  $22.5  million) 

SEPA  Proposed  Selling  Price  =  $909  million 

•  Southwestern  Power  Administration  (FY95  =  $21.3  million) 

SWPA  and  WAPA  Proposed  Selling  Price  =  $3.5  billion 

•  Western  Area  Power  Administration  (FY95  =  $266  million) 

•  Bonneville  Power  Administration  (Debt  =  $3.7  billion) 

BPA  Proposed  Selling  Price  =  $7  billion 

I  recommend  privatizing  the  PMAs  in  the  above  order  from  least  to  most  complex 
and  learn  from  each  as  we  go  along.  The  revenues  from  selling  the  assets  of  the 
PMAs  could  bring  in  an  estimated  $11.5  billion.  The  President's  proposed 
privatizing  all  of  the  PMAs  except  for  the  Bonneville  Power  Administration  in  his 
FY96  budget  proposal  by  transferring  the  rights  to  market  the  power. 

The  U.S.  electric  industry  is  becoming  more  competitive,  i.e.  the 
interconnection  of  local  utilities,  the  growing  significance  of  independent  suppliers, 
and  the  use  of  wholesale  power  markets.  The  industry's  competitive  structure  has 
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the  potential  to  reduce  the  cost  of  power  and  increase  service  reliability. 
Government  subsidized  power  prevents  the  American  public  from  enjoying  the 
benefits  of  increased  competition. 

•  Tennessee  Valley  Authority  (TV A) 

While  the  power  programs  under  TVA  does  not  receive  a  direct 
appropriation  from  Congress,  their  non-power  program  costs  Congress 
approximately  $140  million  a  year.  These  non-power  programs  include 
recreational  programs,  the  promotion  of  public  use  of  the  land  and  water  resources 
and  the  operation  of  a  national  fertilizer  and  environmental  research  center  -  all  at 
taxpayers'  expense.  TVA  also  boasts  of  having  $22  billion  worth  of  assets, 
making  it  the  largest  utility  in  the  nation.  Privatizing  TVA  would  not  only  save 
taxpayers  $140  million  annually,  it  would  relieve  the  government  of  the  $28  billion 
debt  TVA  owes  to  both  the  federal  government  and  the  private  sector. 

•  Commodity  Producing  Land 

Existing  policies  and  federal  control  over  commodity  (timber,  grazing,  etc.) 
producing  lands  discourage  provision  of  wildlife  habitat  and  land  preservation.  In 
addition  to  evidence  that  government  ownership  does  not  guarantee  environmental 
protection,  the  commodity  production  efforts  of  government  agencies  lose  money 
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every  year.     Between  1977  and  1988  losses  on  timber,  grazing,  and  mineral 
programs  totaled  $31  billion. 


Other  activities  such  as  hunting,  camping  and  fishing  are  heavily  subsidized. 
This  subsidization  results  in  unrealistically  low  Government  prices  that  serve  to 
retard  private  incentive  to  develop  recreational  lands. 

A  privatization  plan  that  takes  into  account  environmental,  commodity  and 
recreational  interests  offers  a  way  to  eliminate  taxpayer  subsidies  to  special 
interests,  increase  the  value  and  utility  of  american  lands  and  provide  tens  of 
billions  in  sales  revenues. 

PRIVATIZATION:   CONTRACTING  OUT 

•        IRS  Debt  Collection 

The  IRS  currently  is  owed  in  excess  of  $150  billion  in  outstanding  tax  debt. 
This  figure  is  80%  higher  than  the  $87  billion  that  was  owed  in  1990.  One  cause 
of  this  tremendous  increase  is  that  annual  collections  of  delinquent  taxes  have 
dropped  from  $25  billion  in  1990  to  $23  billion  in  1994. 
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In  its  1995  High  Risk  Series  Report,  GAO  stated  "IRS  has  also  not  taken 
full  advantage  of  the  vast  experience  that  private  sector  collection  companies  have 
in  areas  such  as  locating  debtors  and  managing  accounts  receivable.  Testing  the 
use  of  such  companies... may  be  an  appropriate  step  in  reengineering  IRS'  tax 
collection  processes." 

A  1994  GAO  report  indicates  that  states  using  private  collection  companies 
to  collect  delinquent  individual  income  taxes,  generally  viewed  the  collection 
agencies  as  effective  in  their  collections.  An  American  Collectors  Association 
Survey  shows  that  private  collectors  average  an  18%  success  rate  on  all  debts. 
That  rate  applied  to  the  $56  billion  that  the  IRS  deemed  uncollectible  in  1994 
would  result  in  savings  to  the  taxpayers  of  over  $10  billion. 

•  In-House  Privatization 

The  House  of  Representatives  has  ir.iny  services  available  to  us  that  can  be 
easily  contracted  out.  It  makes  no  sense  to  have  House  beauticians  or  House 
barbers  on  the  federal  payroll  when  these  services  can  be  provided  by  the  private 
sector.  Also  on  the  federal  payroll,  taxpayers  pay  as  much  as  $50,000  for 
Venetian  blind  cleaners  and  technicians  and  Carpet  Layers  and  Carpet  Cleaners. 
Other  House  services  to  consider  for  contracting  out  include  the  House  Office 
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Supply,  some  of  the  functions  under  the  Office  of  Photography,  Office  Furnishings 
and  various  maintenance  functions  for  the  House  office  buildings.  Privatizing 
these  functions  would  save  as  much  as  $44  million  a  year  in  salaries  and 
appropriations  alone.  This  does  not  even  include  the  revenues  brought  in  from 
renting  or  leasing.  There  is  no  reason  for  our  constituents  to  continue  paying  for 
these  services. 

•  Government  Printing  Office 

The  Government  Printing  Office,  created  in  1860,  handles  the  printing  needs 
of  all  three  branches  of  the  federal  government.  All  printing  must  be  sent  to  the 
GPO,  where  it  is  either  printed  or  contracted  out  by  bid  to  private  printers.  The 
GPO  contracts  out  about  80%  of  the  printing. 

Congressional  printing  (the  Congressional  Record.  Federal  Register,  bills, 
resolutions,  committee  reports,  etc.)  makes  up  most  of  what  the  GPO  prints  in 
house.  The  in  house  printing  costs  are  estimated  to  be  twice  those  of  privately 
printed  materials. 

By  transferring  Executive  Branch  printing  to  GSA,  transferring  some  other 
functions  to  the  Librarian  of  Congress,  and  reducing  in-house  printing  to  a 
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minimum  level,  the  GPO  work  force  could  be  reduced  from  approximately  4,100 
to  approximately  800,  saving  an  estimated  $80  million  per  year. 

•  Prisons 

Federal  prisons  are  operating  at  as  much  as  51%  above  capacity.  Limited 
capital  budgets,  and  other  fiscal  constraints,  make  it  difficult  to  take  action  to 
reduce  overcrowding  by  using  taxes  or  bonds  to  finance  construction  of  new 
facilities. 

Experience  at  some  federal  agencies  and  the  local  government  level  shows 
that  private  prison  companies  can  construct  or  manage  prisons  for  as  much  as  20% 
less  than  government  built  and  operated  facilities.  The  U.S.  Marshall  Service 
contracts  with  private  firms  to  run  some  minimum  security  facilities.  Some  two- 
thirds  of  detention  centers  at  all  levels  of  government  are  privately  run.  The 
Federal  Bureau  of  Prisons  has  not  kept  pace. 

The  government  needs  to  require  Bureau  of  Prisons  to  conduct  studies  and 
where  feasible,  contract  out  some  prison  facilities.  Also  there  is  a  need  for 
legislation,  such  as  tax  consideration  and  lifting  of  federal  land  use  restrictions,  to 
help  local  governments  in  their  efforts  to  further  privatize.  The  President's  FY96 
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budget  includes  intentions  to  privatize  the  management  of  most  future  pretrial  and 
minimum  and  low  security  facilities  now  under  construction. 

•  Contracting  (General) 

When  the  federal  government  competes  with  companies  in  the  private  sector, 
it  stifles  private  industry  growth  and  erodes  the  tax  base  by  doing  work  that  world 
otherwise  be  performed  by  taxpaying  firms.  This  especially  puts  small  businesses 
at  a  disadvantage.  Having  the  Department  of  Defense  and  the  Veteran's 
Administration  involved  in  operating  their  own  grocery  distribution  systems  is  but 
one  example  of  the  areas  in  which  government  competes  with  the  private  sector. 

The  General  Accounting  Office  (GAO)  and  the  Office  of  Management  and 
Budget  estimate  that  competitive  contracting  saves  an  average  of  $9,000  per  year 
for  each  government  position  that  is  replaces.  Using  this  figure,  the  Heritage 
Foundation  recently  estimated  that  the  government  could  save  as  much  as  S9 
billion  a  year  by  contracting  out  the  approximately  one  million  government 
positions  currently  involved  in  the  provision  of  "commercial"  services. 
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PRIVATIZATION:   FUNCTIONAL  CONVERSIONS 

•  National  Weather  Service 

The  National  Weather  Service  (NWS)  in  1990  issued  a  policy  which  in  part 
stated,  "The  NWS  will  not  compete  with  the  private  sector  when  a  service  is 
currently  provided  by  commercial  enterprises,  unless  otherwise  directed  by 
applicable  law."  Nevertheless,  NWS  continues  to  provide  specialized  functions 
such  as  fruit  and  agricultural  forecasting,  domestic  aviation  and  marine  weather 
forecasting,  fire  weather  forecasting,  marine  facsimile  service,  and  regional  climate 
centers.   These  functions  together  cost  the  taxpayers  over  $12  million  per  year. 

Private  firms  are  quite  capable  of  providing  all  of  these  services  and  the 
users  are  quite  capable  of  paying.  American  taxpayers  should  not  be  asked  to 
subsidize  the  narrow  interests  of  a  few.  NWS  should  spend  its  resources  focusing 
on  its  core  missions  of  collecting  and  disseminating  world-wide  weather  data  and 
information  and  providing  severe  weather  warnings  and  weather  forecasts  to  the 
general  public. 
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•  Federal  Loan  Programs 

In  attempting  to  service  and  manage  a  $155  billion  loan  portfolio  and  $450 
billion  in  loan  guarantees,  the  federal  government  engages  in  commercial  activities 
usually  performed  by  private  banks  and  investment  firms.  Federal  agencies 
administering  loans  have  inadequate  collection  efforts,  poorly  managed  loan 
programs,  and  improper  accounting  procedures. 

Agencies  should  sell  loans  to  private  markets  without  recourse  and  should 
purchase  private  reinsurance  for  loan  guarantees.  Selling  the  loans  would  provide 
for  more  accurate  and  proper  budget  treatment  allowing  agencies'  funding  to  better 
managed.  Moreover,  the  government  would  be  relieved  of  the  servicing  costs  and 
would  benefit  from  more  efficient  private  servicing  of  the  loans,  which,  according 
to  recent  studies,  could  result  in  savings  of  $2  billion  per  year. 

•  United  States  Postal  Service  (USPS) 

The  operations  of  the  USPS  have  not  kept  up  with  customer  expectations. 
Mail  delivery  is  15%  slower  now  than  it  was  25  years  ago.  Post  office  hours  are 
inconvenient,  worker  productivity  is  declining,  and  improper  measurements  and 
management  emphasis  on  the  wrong  things  has  caused  truckloads  of  undelivered 
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mail. 

Telephones,  facsimile  machines,  cable,  satellites,  computers,  television  and 
radio  are  all  methods  used  by  people  to  communicate  around  the  world.  The 
USPS  is  being  abandoned  by  people  at  an  alarming  rate  and  in  now  just  another 
non-essential  service  provided  by  the  federal  government. 

To  bring  about  lower  prices  and  better  service,  the  government  should  begin 
to  empower  postal  workers  with  the  rights  and  responsibilities  of  ownership  by 
turning  the  USPS  into  an  employee  owned  company. 

•  Government  Sponsored  Enterprises 

This  one  is  a  little  more  complex.  The  principal  issues  are  governance, 
accountability  and  liability,  not  necessarily  direct  budgetary  reductions. 
Government  Sponsored  Enterprises  (GSE)  are  instrumentalities  of  the  Federal 
Government.  They  are  privately  owned  and  operated,  but  are  exempt  from  most, 
but  not  all  laws  and  regulations  applicable  to  federal  agencies  and  to  similar  private 
enterprises. 

The  Reagan  Administration  favored  eliminating  GSEs  arguing  that  federally 
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supported  borrowing  distorted  the  allocation  of  financial  resources  and  discouraged 

borrowers  without  access  to  federal  subsidies.  Others  contend  that  GSEs  are  a 
legitimate  means  of  encouraging  the  flow  of  credit  to  favored  groups  ~  such  as 
farmers,  home  buyers,  students,  and  thrift  institutions  ~  considered  not  capable  of 
competing  with  other  borrowers.  The  Student  Loan  Marketing  Association  (Sallie 
Mae),  a  GSE  set  up  to  help  ensure  adequate  private  sector  funding  for  federally 
guaranteed  education  loans  is  currently  seeking  full  privatization  which  will 
remove  a  $50  billion  contingent  liability  from  the  taxpayers.  Sallie  Mae  wants  to 
expand  into  new  markets  and  is  prohibited  from  doing  so  by  their  government 
charter  which  also  gives  them  such  advantages  as  access  to  federal  funds, 
exemption  from  state  and  local  taxes,  and  exemption  from  certain  SEC 
requirements. 

In  any  event,  the  implicit  federal  backing  of  the  GSEs  exposes  the  taxpayers 
to  contingent  liabilities  approaching  $700  billion  and  the  GSEs  access  to  low  cost 
federal  borrowing  stifles  competition  in  the  marketplace. 

•  NASA's  Aeronautical  Research  and  Development 

For  FY  95,  $882  million  has  been  appropriated  for  Aeronautical  Research 
and  Technology  (AR&T).    Much  of  this  money  is  for  research  on  such  things  as 
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future  supersonic  civil  air  transport  capabilities  and  developing  environmentally 
compatible,  economical  aircraft,  all  commercial  applications. 

NASA  has  been  criticized  for  being  inefficient  and  unresponsive  to  industry 
needs  for  R&D.  Currently,  U.S.  firms  spend  25%  of  development  testing  time  in 
European  wind  tunnels  where  capability  and  cost-effectiveness  are  considered 
greater.  European  facilities,  built  with  government  funding,  are  privately 
operated.  Arguably,  the  inefficiency  of  government  run  R&D  has  retarded 
development  in  private  aviation  by  discouraging  more  efficient  businesses  from 
entering  the  market. 

Private  industry  began  studying  investment  research  facilities.  Industry's 
self  funded  approach,  however,  was  abandoned  when  the  Clinton  Administration 
showed  a  proclivity  to  provide  government  supported  research  to  bolster  U.S. 
competitiveness  in  the  world  aviation  market  and  ensure  adequate  defense  support. 
Moving  this  effort  to  the  private  sector  could  save  more  than  $800  million  per 
year. 

•  Amtrak 

The  National  Rail  Passenger  Corporation  (AMTRAK)  was  created  in  1970 
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with  a  one-time  grant  of  $40  million.  It  was  conceived  as  a  two  year  program  that 
would  become  self  sufficient.   However,  it  has  cost  the  taxpayers  over  $15  billion 
since  its  creation. 

Amtrak  carries  less  than  one  percent  of  all  intercity  travelers  but  is  still  the 
most  highly  subsidized  form  of  intercity  transportation.  It  could  need  as  much  as 
$10  billion  over  the  next  5  years  to  maintain  its  current  level  of  service  and  its 
need  for  federal  assistance  will  continue  to  increase  because  of  legislative 
interference  and  burdensome  regulation. 

Federal  subsidies  need  to  be  phased  out,  inappropriate  labor  regulations  need 
changing  and  government  interference  with  operating  management  should  be 
eliminated.   This  effort  could  save  taxpayers  as  much  as  $2  billion  per  year. 

•  Air  Traffic  Control 

With  approximately  46,000  employees,  the  FAA  regulates  air  transportation 
and  operates  various  support  services.  Air  traffic  control  is  the  largest  FAA 
function,  employing  more  than  26,000  people.  The  air  traffic  control  system  is 
composed  of  flight  service  stations,  airport  traffic  control  towers  and  en-route  air 
traffic  control  centers.   The  flight  service  stations  provide  weather  briefings  and 
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other  information  to  aviators,  while  the  control  towers  and  centers  provide  traffic 
control. 

A  more  extensive  involvement  of  the  private  sector  in  the  management  of 
the  delivery  and  maintenance  of  air  traffic  services  would  improve  their 
effectiveness,  safety,  and  cost.  The  FAA  already  has  contracted  out  some  control 
towers  and  has  found  this  to  be  effective.  The  role  for  the  private  sector  needs  to 
be  increased  to  bring  more  creativity  and  ingenuity  to  the  maintenance  of  these 
facilities.  The  President's  FY  1996  budget  calls  for  privatization  of  air  traffic 
control  and  recent  studies  show  that  it  could  save  up  to  $18  billion  between  1996 
and  2005. 
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PRIVATIZATION;  BARRIERS 

Many  of  the  obstacles  Congress  faces  in  privatization  initiatives  are  not  only 
from  those  who  oppose  privatizing  various  government  entities.  Many  of  these 
obstacles  were  placed  by  the  federal  government.  Lifting  these  barriers  is  a  key 
first  step  to  carrying  out  and,  in  some  cases,  simply  looking  into  the  possibilities 
for  privatization. 

Department  of  Agriculture 

•  The  Farmers  Home  Administration,  Agricultural  Stabilization  and  Conservation 
Service,  and  the  Soil  Conservation  Service  are  required  to  keep  minimum 
employment  levels. 

•  The  Farmers  Home  Administration  is  prohibited  ^rom  contracting  out  with 
private  debt  collection  firms  to  collect  delinquent  payments. 

Department  of  Defense 

•  Army  depots  have  a  minimum  civilian  employment  level  requirement. 

•  The  Department  of  Defense  is  prohibited  from  contracting  out  security  and 
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firefighting  services. 

Department  of  Energy 

•  The  Department  of  Energy  is  prohibited  from  studying  the  sale  the  Power 
Marketing  Administration,  except  Alaska. 

[The  prohibition  applies  to  the  Tennessee  Valley  Authority  (TV A)  which  is  rujj 
under  the  Department  of  Energy] 

Government  Printing  Office 

•  No  appropriated  funds  are  allowed  to  be  used  by  the  Executive  Branch  for  the 
procurement  from  commercial  sources  of  any  printing  related  production  of 
Government  publications. 

Department  of  House  and  Urban  Development 

•  The  Public  and  Indian  House  Program  has  minimum  employment  levels. 

Department  of  Labor 

•  The  Job  Corps  is  prohibited  to  contract  out  any  Civilian  Conservation  Center. 
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Department  of  Transportation 

•  The  FAA  is  prohibited  from  contracting  out  functions  of  an  airport  control 
tower  at  any  airport. 

•  The  Department  of  Transportation  is  prohibited  from  funding  changes  in  the 
current  federal  status  of  the  Transportation  Systems  Center  or  the  Tumer-Fairbank 
Highway  Research  Center. 

Department  of  Treasury 

•  No  appropriated  funds  are  allowed  to  be  used  for  the  study  of  the  possibility  of 
contracting  out  or  the  actual  contracting  out  of  positions  under  the  United  States 
Mint  Police  Force  and  the  Bureau  of  Engraving  and  Printing  Police  Force. 
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Currently,  Congress  is  required  to  be  notified  before  the  Department  of 
Labor  and/or  the  Department  of  Treasury  contract  out  or  privatize  any  functions 
under  their  jurisdiction: 

•  No  federal  funds  shall  go  to  contracting  out  or  privatizing  any  functions  or 
activities  presently  performed  by  Federal  employees  in  the  Department  of  Labor 
unless  the  Appropriation  Committees  of  both  Houses  of  Congress  are  notified 
fifteen  days  in  advance. 

•  No  appropriations  shall  be  used  for  contracting  out  or  privatizing  any  functions 
activities  presently  performed  by  Federal  employees  in  the  Department  of  Treasury 
unless  the  Appropriations  Committees  on  both  Houses  are  notified  fifteen  days  in 
advance  of  such  reprogramming  of  funds. 
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PRIVATIZATION  LEGISLATION 

IN  THE  104TH  CONGRESS 


•  National  Helium  Reserves t  Congressman  Cox  has  re-introduced  his 
legislation,  H.R.  873,  to  privatize  the  National  Helium  Reserve. 
This  program  has  a  debt  of  $1.4  billion  and  accounts  for  90 
percent  of  the  nation's  helium  sales. 

•  Naval  Petrole\im  Reserves;  Congressman  Zimmer  introduced  H.R. 
887  to  sell  the  Naval  Petroleum  Reserves  within  one  year.  His 
bill  would  save  $1.6  billion  of  taxpayer's  money. 

•  Power  MarJceting  Administrations;  I  introduced  legislation  (H.R. 
310)  to  privatize  the  five  Power  Marketing  Administrations 
(Alaska  Power  Administration,  Southeastern  Power  Administration, 
Southwestern  Power  Administration,  Western  Area  Power 
Administration,  Bonneville  Power  Administration) .   Privatizing 
the  PMAs  could  save  the  federal  government  as  much  as  $4.8 
billion. 

•  Tennessee  Valley  Authority;  I  also  introduced  legislation  (H.R. 
313)  to  privatize  the  Tennessee  Valley  Authority  (TVA) .   This 
would  save  taxpayers  $77  0  million  in  the  long  run. 

•  Amtralc ;  Congressman  Hefley's  bill,  H.R.  259,  would  eliminate 
federal  subsidies  to  Amtrak  so  that  it  may  operate  under  the 
private  industry.   It  would  save  our  constituents  $2  billion. 

•  Government  Printing  Office  (GPO) ;  Congresswoman  Dunn  will  be 
introducing  legislation  to  contract  out  all  of  GPO's  printing 
functions.   This  legislation  will  also  authorize  the  sale  of  some 
of  GPO's  property  and  capital. 

•  Government  Printing  Office  (GPO)  Procurement:  I  have  also 
introduced  H.Res.  24  to  among  other  things  procure  Congressional 
printing,  whenever  possible,  to  the  private  sector  and  reduce  the 
GPO  work  force  from  4200  to  800  positions. 

•  U.S.  Postal  Service;  Congressman  Crane  introduced  H.R.  210  to 
privatize  the  U.S.  Postal  Service. 

•  Contracting  Out;   Congressman  Duncan  has  introduced  H.R.  28  to 
require  the  Federal  Government  to  contract  out  the  goods  and 
services  necessary  for  the  operations  and  management  of  federal 
agencies  whenever  possible. 
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I  offer  this  testimony  on  behalf  of  the  National  School  Transportation  Association  (NSTA)  for 
inclusion  in  the  hearing  record  of  the  Senate  Budget  Committee's  review  of  privatization  efforts 
underway  and  areas  where  advancements  can  be  further  realized.  NSTA  is  the  national  trade 
association  for  the  nation's  contractor-owned  and  operated  yellow  school  bus  fleet  --  about  one- 
third  of  the  nation's  418,000  school  buses.  NSTA  has  long  been  at  the  forefront  of  advancing 
safety  in  our  industry  which  enjoys  the  best  record  of  any  mode  of  surface  transportation.  Today, 
more  than  24  million  schoolchildren  are  driven  some  4.5  billion  miles  per  year  on  school  buses 
at  a  cost  in  excess  of  $10.0  billion. 

While  privatization  of  public  services  is  still  in  its  nascent  stages  in  many  sectors,  there  is  one 
shining  example  of  the  success  of  privatization  I  would  like  to  share  with  the  Committee.  For 
generations,  school  districts  large  and  small,  rural  and  urban  have  been  contracting  out  for  school 
transportation  services.  Many  already  have,  and  far  more  are  coming  to  realize  that  real  cost 
savings  and  effitiencies  can  be  realized  through  privatization  without  any  diminishment  in  safety 
and  performance.  School  transportation  contractors  also  come  in  many  sizes  and  shapes  from 
small  family-owned  operations  to  large  multi-national  corporations  operating  thousands  of  buses 
in  many  states. 

We  appeal  to  the  Congress  to  explore  means  to  further  facilitate  the  transition  to  professional 
contractor-operated  school  transportation  services.  School  districts  should  not  only  be  prodded 
to  explore  this  option,  but  perhaps  should  be  offered  incentives  to  do  so. 

School  districts  face  very  difficult  choices  in  today's  environment  of  curtailed  federal,  state  and 
local  financial  resources,  and  communities  which  are  demanding  more  and  more  of  their  public 
schools  in  a  very  comjjetitive  global  economy.  Increasingly,  and  at  times  regrettably,  those 
choices  are  more  about  prudent  fiscal  management  than  curriculum  content  or  student  enrichment. 
Parents,  future  employers,  and  students  themselves  are  looking  to  the  bottorr.  line  and  for 
measurable  results. 

School  transportation  contractors  have  been  highly  responsive  to  such  local  imperatives,  and  have 
demonstrated  through  their  performance  in  all  fifty  states  that  privatization  is  no;  only  a  viable 
alternative  but  an  imperative  for  the  nineties  and  beyond  if  other  educational  resources  are  not  to 
be  eroded.  In  this  era  of  severe  fiscal  constraints,  many  educational  resources,  from  basic 
suppliers  to  facilities,  are  at  risk.  Savings  realized  through  contracting  permit  school 
administrators  to  avoid  personnel  curtailments  that  would  otherwise  be  necessary 

School  transportation  contractors  can  help  school  districts  achieve  meaningful  cost  sa\  ings  through 
the  economies  of  scale  of  their  operations.  Many  contractors  operate  buses  in  multiple  districts 
and  therefore  can  more  efficiently  deploy  their  fleet  vehicles  and  operators.  Training  and 
regulatory  compliance  burdens  are  more  easily  addressed,  and  years  of  experience  and  expertise 
can  be  brought  to  bear  in  a  way  that  ensures  that  the  highest  level  of  safety  and  performance  is 
achieved. 
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School  administrators  across  the  land  have  been  the  forerunners  of  successful  privatization  efforts 
in  their  local  communities.  In  the  past  decade,  many  other  municipal  services  have  come  to  be 
privatized  including  accounting  and  legal  services,  transit,  food  service  and  waste  management. 
This  new  wave  of  thinking  about  how  best  to  deliver  vital  public  services  has  come  though 
realization  of  several  important  factors: 

•  savings  of  5  to  50  percent  due  to  reduced  paperwork  and  staffing; 

•  greater  control  of  costs,  deadlines,  and  guaranteed  performance;  and 

•  greatly  reduced  administrative  headaches,  including  regulatory  compliance  and 
paperwork  burdens.  Regulatory  burdens  in  transportation  are  great  ranging  from 
commercial  drivers  licensure,  to  drug  and  alcohol  testing,  to  labor  and  workplace  safety 
requirements. 

As  businesspeople,  contractors  operate  by  the  rules  of  the  marketplace,  and  thus  succeed  or  fail 
based  on  their  performance  and  public  perceptions  of  their  competence.  As  business 
professionals,  they  know  that  if  they  fail  to  provide  high-quality,  cost-effective  services  their 
contracts  simply  will  not  be  renewed.  The  marketplace  in  school  transportation  is  increasingly 
competitive  further  demanding  rigorous  and  effective  management  of  resources. 

School  transportation  contractors  are  an  extension  of  the  school  system  and  have  the  first  and  last 
contact  with  schoolchildren  each  day.  They  transport  students  to  and  from  school,  and  to  school- 
sponsored  athletic  and  other  enrichment  activities.  As  a  result,  their  client  or  customer  is  not  only 
the  contracting  entity  -  the  school  district  —  but  the  very  demanding  students  and  their  parents 
who  have  an  ongoing  and  keen  interest  in  the  transport  of  our  nation's  most  precious  cargo  ~  24 
million  schoolchildren. 

I  have  sketched  for  you  an  enormous  success  story  in  privatization  -  one  which  should  be  fostered 
and  replicated  elsewhere  as  a  matter  of  public  policy.  In  our  own  industry,  privatization  has  freed 
up  limited  resources  to  place  a  renewed  focus  on  what  should  be  the  primary  focus  of  educators  ~ 
that  is  to  provide  world  class  educational  opportunities  for  our  next  generation  of  leaders  who  will 
face  a  far  more  competitive  global  marketplace  than  did  their  parents  and  grandparents. 
Privatization  works.  American  business  has  proven  that  it  can  be  a  reliable  and  effective  partner 
in  delivering  important  services  in  our  communities.  Congress  must  now  find  ways  to  promote 
such  partnerships  and  in  so  doing,  reward  prudent  fiscal  management  and  exemplary  performance. 


THE  FEDERAL  BUDGET:  OPPORTUNITIES  FOR 
PRIVATIZATION  IN  SOCIAL  AND  ENTITLE- 
MENT SPENDING 


SATURDAY,  MARCH  25,  1995 

U.S.  Senate, 
Committee  on  the  Budget, 

Nashville,  TN. 
The  committee  met,  pursuant  to  notice,  at  9:15  a.m.,  in  the  Leg- 
islative Plaza,  room  16,  Capitol  Hill,  Nashville,  TN,  Hon.  Pete  V. 
Domenici  (chairman  of  the  committee)  presiding. 
Present:  Senators  Domenici  and  Frist. 
Staff  present:  G.  William  Hoagland,  majority  staff  director. 

OPENING  STATEMENT  OF  CHAIRMAN  DOMENICI 

Chairman  DOMENICI.  Could  we  please  have  your  attention?  The 
Committee  of  the  Budget  of  the  United  States  Senate  will  come 
into  session  in  Nashville.  I  am  pleased  that  Senator  Frist  is  here 
with  me. 

Someone  asked  me  out  there,  one  of  the  press  people,  why  Ten- 
nessee? Well,  first  of  all,  because  Senator  Frist  asked  me  to  bring 
the  Budget  Committee  to  Tennessee,  and  he  is  a  member  of  the 
committee.  He  has  worked  very  hard,  and  he  is  a  valued  member. 
And  on  matters  pertaining  to  health  care  we  are  going  to  lean 
heavily  on  him  for  some  advice,  consultation  and  recommendations. 

Second,  it  is  obvious  that  we  are  going  to  do  something  very  dif- 
ferent with  our  Federal  budget  this  year.  It  is  not  going  to  be  a  sta- 
tus quo  Federal  budget  but  one  that  moves  in  the  direction  of  mak- 
ing Government  smaller,  more  responsive,  and  more  efficient. 

And  as  part  of  that,  much  more  authority  and  resources  will  be 
sent  to  the  States  and  to  the  localities,  with  the  Federal  Govern- 
ment stepping  aside  from  its  normal  role  of  regulating  and  identify- 
ing with  extreme  specificness  how  programs  ought  to  be  managed. 

We  think  in  the  process  we  can  move  the  Government  of  the 
United  States  and  its  fiscal  policy,  believe  it  or  not,  toward  a  bal- 
anced budget  in  the  year  2002.  We  did  not  get  a  Balanced  Budget 
Amendment,  which  would  have  put  the  States  and  the  people  of 
the  country  unalterably  behind  such  a  proposal,  but  we  believe  it 
is  imperative  for  the  future  of  our  children  that  we  stop  the  prof- 
ligate spending  of  your  Government,  and  that  means  we  have  to 
move  at  some  point  soon  toward  balancing  the  expenditures  with 
the  intake.  And  we  think  a  day  about  7  years  from  now  is  achiev- 
able. 
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We  may  not  be  able  to  put  everything  in  that  budget  that  people 
want.  Indeed,  we  may  not  even  be  able  to  put  in  all  of  the  tax  cuts 
that  some  think  we  ought  to  have.  But  thus  far,  as  chairman  of  the 
Budget  Committee,  it  is  been  my  approach  we  will  move  first  to- 
ward balance,  and  then  we  will  see  if  the  other  things  will  fit. 

You  must  know  that  Government  has  to  change  in  a  lot  of  areas 
and  a  lot  of  different  directions.  However,  it  is  unequivocal  and 
undisputable  that  unless  we  gain  control  over  the  medicare  and 
medicaid  expenditures  of  our  country  we  cannot  balance  the  budget 
for  our  people.  Those  two  programs  are  growing  nationally — not  in 
your  State — but  nationally  between  ten  and  IOV2  percent 
compounded  annually. 

For  any  of  you  that  do  arithmetic,  you  know  that  that  means 
that  in  a  little  over  6  years  programs  will  double  in  size. 

Actually  that  means  medicare  and  medicaid  alone,  growing  as 
they  are,  could  bankrupt  the  Government  in  20  years.  We  cannot 
let  that  happen.  We  are  committed  to  the  proposition  that  the 
States  can  probably  handle  many  more  programs  better  than  we 
are  handling  them  and  that  we  are  directing  and  mandating  that 
they  handle  them. 

We  are  committed  to  the  proposition  that  we  ought  to  distribute 
these  progrgmis  with  less  strings  and  less  money  to  the  cities,  coun- 
ties and  States,  with  just  an  oversight  approach  by  the  Federal 
Government.  We  are  hearing  a  lot  about  that. 

Let  me  just  put  in  perspective  what  we  are  going  to  do,  and  then 
we  will  yield  to  Senator  Frist,  and  shortly  thereafter  we  will  hear 
from  your  governor  and  a  panel  of  witnesses.  We  will  have  room 
for  questions  at  the  end.  Hopefully  we  will  be  finished  at — what 
hour  is  that  planned,  about  11:30? 

Senator  Frist.  Twelve-fifteen. 

Chairman  Domenici.  Twelve-fifteen.  The  day  after  the  Easter  re- 
cess, which  I  think  is  the  25th  of  this  month,  the  Senate  Budget 
Committee  will  convene  in  Washington.  Within  10  days  aft«r  that 
meeting  is  convened,  after  a  series  of  debates  and  markups,  we  will 
produce,  hopefiiUy,  for  presentation  to  the  floor  of  the  United 
States  Senate  and  the  people,  a  budget  from  that  committee  which 
will  be  the  outline  and  the  blueprint  to  get  this  country  to  a  bal- 
anced budget  in  the  year  2002. 

Now,  in  order  to  do  that,  I  mean,  you  ought  to  understand  that 
you  should  not  be  writing  Senator  Frist  about  specific  little  pro- 
grams. We  are  all  going  to  do  what  we  can  in  the  second  and  third 
process  to  see  what  programs  are  most  needed  by  our  localities, 
and  we  will  all  be  fighting  for  that. 

But  the  Budget  Committee  does  a  different  job.  The  Budget  Com- 
mittee breaks  your  Government  into  a  number  of  big  parts  such  as 
transportation,  such  as  education.  And  we  will  look  at  all  the  pro- 
grams, and  then  we  will  tell  the  Senate  in  a  budget  resolution  how 
much  each  of  those  functions  should  be  reduced. 

We  don't  have  authority  to  change  specific  programs,  and  it  is 
not  within  our  authority  to  write  specific  laws.  We  will  take  a  num- 
ber of  aspects  of  your  Government,  and  we  will  say,  "This  one 
ought  to  be  coming  down  at  5  or  6  percent  a  year  for  the  next  7 
years." 
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We  vsrill  make  that  logical  and  rational  by  letting  it  be  known 
how  we  can  get  there.  What  we  discuss  in  our  committee  will  be 
our  rationale,  not  an  ultimate  commitment  by  the  Senate.  But  the 
Senate  will  have  no  alternative.  Within  3  or  4  months  after  that 
resolution  is  passed  they  will  have  to  produces  legislation  accom- 
plishing those  targeted  mandated  numbers  that  we  will  produce. 

So  there  is  no  more  important  committee  at  this  point  in  history 
than  the  Budget  Committee  in  each  of  the  bodies  because  it  will, 
in  reality,  determine  how  much  we  are  going  to  spend,  in  what  gen- 
eral categories  are  we  going  to  spend  them,  how  much  reform  are 
we  going  to  have,  and  in  what  general  areas  will  we  reform  our 
Government. 

So  you  are  very  fortunate,  and  I  am  very  fortunate  as  chairman 
of  this  committee,  to  have  your  new  Senator  on  this  committee.  I 
can  tell  you  that  it  is  a  committee  that  you  get  to  learn  a  lot — a 
lot  more  than  other  committees.  You  have  got  to  learn  a  little  bit 
about  everything.  He  is  a  fast  learner,  and  he  has  been  to  a  lot  of 
our  hearings  where  others  have  not  attended. 

I  believe  in  a  couple  of  years  he  will  know  more  about  the  United 
States  Government  than  he  wants  to  know.  Nonetheless,  I  am  very 
pleased  to  be  in  his  State  and  in  this  city,  and  I  now  yield  to  Sen- 
ator Frist  from  your  State. 

OPE^aNG  STATEMENT  OF  SENATOR  FRIST 

Senator  Frist.  Thank  you,  Mr.  Chairman. 

[Applause.] 

Chairman  DOMENICI.  I  assume  that  was  for  me,  right? 

Senator  Frist.  Thank  you,  Mr.  Chairman.  First  of  all,  I  would 
like  to  thank  the  Chairman.  A  lot  of  you  asked  earlier  this  morning 
what  the  significance  of  this  is.  As  many  of  you  know,  I  cam- 
paigned long  and  hard  about  the  importance  of  bringing  our  Fed- 
eral Government  to  people  directly,  to  capturing  the  sorts  of  ideas 
that  come  from  people  in  locales  like  Middle  Tennessee,  like  the 
State  of  Tennessee.  And  we  are  here  today  to  hear  a  number  of 
those. 

As  chairman  of  the  Senate  Budget  Committee,  Chairman  Domen- 
ici  has  really  one  of  the  toughest  jobs  in  the  United  States  Senate 
today.  We  see  that,  as  we  have  seen  the  President's  budget,  which 
really  throws  up  its  hands  with  regard  to  ever  balancing  this  budg- 
et. 

You  just  heard  our  Chairman  say  that  we  will  work  hard  and  ag- 
gressively to  attack  the  fundamental  problem  facing  this  country 
today,  and  that  is  a  budget  that  has  been  out  of  control  for  far  too 
long. 

I  would  like  to  welcome  all  of  our  witnesses  today  who  have  sac- 
rificed their  Saturday  morning  to  share  their  ideas  with  us,  which 
we  will  be  taking  back  with  us  and  sharing  with  our  colleagues. 

All  of  the  witnesses  today  have  important  stories  to  tell.  We  will 
hear  the  good,  and  we  will  hear  the  bad,  and  we  will  hear  the  ugly 
of  their  various  programs.  But  no  program  is  perfect,  and  we  are 
here  to  reach  out  for  those  innovative  ideas. 

Learning  from  the  experiences  from  our  witnesses  today  will  be 
instructive  to  us  as  we  listen  today  and  to  those  in  Washington, 
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others  in  Washington  who  will  play  a  major  role  in  restructuring 
various  programs  around  this  country. 

For  the  witnesses,  we  appreciate  all  of  your  hard  work,  and  I  ap- 
preciate your  personal  effort  and  the  efforts  of  the  Tennesseans 
who  care  deeply  about  their  families,  deeply  about  their  commu- 
nities, and  deeply  about  their  country. 

I  hope  that  our  discussion  today  on  innovative  approaches  to 
education,  prison  reform,  health  care  and  child  support  collection 
will  give  us  a  greater  understanding  for  the  kind  of  savings,  the 
improved  efficiencies,  the  sort  of  innovations  that  will  indeed  make 
our  Government  more  accountable. 

The  task  of  balancing  the  Federal  budget  is  a  mighty  task.  The 
Senate  Budget  Committee  is  responsible,  as  our  Chairman  said,  for 
determining  those  overall  spending  targets  for  each  Federal  Gov- 
ernment. The  specifics  will  be  played  out  over  the  course  of  the 
year. 

Tennessee  has  had  its  own  experiences,  many  of  which  we  will 
hear  today,  in  balancing  its  budget.  To  better  manage  the  cost  the 
State  has  turned  frequently — probably  more  frequently  than  other 
States — to  the  private  sector. 

We  will  hear  about  the  Corrections  Corporation  of  America  Pris- 
on Construction  Program.  The  Davidson  County  jail  has  signed  a 
contract  with  Prison  Health  Services.  Tennessee  Department  of 
Health  and  Human  Services  runs  a  successful  Child  Support  Col- 
lection Program  that  we  will  hear  about  today,  which  I  have  heard 
about  both  by  being  here,  but  also  because  it  is  referred  to  so  fre- 
quently in  Washington. 

In  closing,  I  look  forward  to  participating  in  this  discussion 
today.  It  took  a  lot  of  work  on  the  part  of  many  people  to  pull  this 
off  this  morning,  and  I  appreciate  you  being  here.  I  would  be  re- 
miss if  I  did  not  specifically  thank  Speaker  Naifeh  and  Lt.  Gov- 
ernor Wilder  and  their  staff  in  helping  with  the  room  and  logistics. 

Once  again,  I  thank  all  of  you  for  being  here,  and  I  would  like 
to  turn  the  hearing  back  to  Senator  Domenici. 

Chairman  Domenici.  Thank  you.  Let  me  give  you  an  overview. 
The  governor  is  our  first  witness.  Then  we  will  take  a  panel  and 
do  privatizing  public  programs.  We  want  to  learn  how  that  is  being 
done.  Panel  III  is  going  to  talk  about  medicaid  reform,  and  Panel 
IV  is  going  to  cover  the  strengthening  of  the  role  of  the  private  sec- 
tor in  medicare. 

If  we  stay  on  time  that  will  leave  some  opportunity  for  some  of 
you  who  might  want  to  ask  about  other  things  to  ask  them.  We  will 
be  glad  to  participate  in  that  kind  of  exchange. 

Chairman  Domenici.  Hi,  Governor. 

Governor  SUNDQUIST.  How  are  you,  sir? 

Chairman  Domenici.  Fine.  Thank  you  very  much  for  coming. 

Governor,  before  we  proceed,  let  me  just  say  to  everybody,  I  know 
our  new  Senator,  your  new  Senator,  appreciated  your  round  of  ap- 
plause, but  I  would  ask,  now  that  you  have  done  that,  that  you  not 
applaud  or  cheer  anybody.  We  normally  do  not  do  that  in  our  hear- 
ings, and  we  would  like  very  much  to  see  if  we  cannot  do  it  here. 

Just  kind  of  show  your  expression  in  your  beautiful  faces,  and 
keep  the  rest  of  the  parts  of  your  body  intact  and  not  make  too 
much  noise.  Thank  you. 
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Governor,  welcome.  We  are  glad  to  be  in  your  State,  and  we  hope 
to  learn  a  lot  from  the  witnesses  today.  And  we  are  very  interested 
in  hearing  from  you  about  the  concerns  you  have  about  block 
granting  medicaid  and  other  things  to  your  State. 

STATEMENT  OF  HON.  DON  SUNDQUIST,  GOVERNOR  OF 

TENNESSEE 

Governor  SUNDQUIST.  Senator,  thank  you  very,  very  much.  It  is 
a  privilege  for  us  to  have  you  and  Senator  Frist  here.  I  wish  you 
had  not  said  an5rthing  about  that  applause  until  I  finished. 

Senator  I  have  known  and  respected  you  for  a  long  time,  and  you 
have  perhaps  some  of  the  toughest  if  not  the  toughest  jobs  in 
Washington.  I  know  you  to  be  a  person  of  courage  who  has  often 
been  the  lone  voice  for  changes  that  need  to  occur  in  this  country. 
And  having  served  on  the  Budget  Committee  in  the  House  for  a  pe- 
riod of  time,  I  have  even  greater  appreciation  for  the  role  that  you 
have  and  Senator  Frist  have. 

So  we  are  grateful.  Senator,  for  your  bringing  this  hearing  to 
Tennessee.  And  I  know  you  are  happy  about  having  Senator  Frist 
on  your  committee.  He,  I  predict,  will  be  a  star.  His  knowledge  of 
health  care,  his  knowledge  of  a  lot  of  these  programs,  is  going  to 
be  of  great  assistance. 

He  helped  put  TennCare  together  originally.  So  in  terms  of  that 
program,  you  have  an  expert  in  your  midst. 

We  appreciate.  Senator  Frist,  your  leadership  and  what  you  are 
doing. 

We  were  up  there  last  week,  as  you  know,  and  met  with  Senator 
Frist  and  a  number  of  others  already  in  talking  about  TennCare. 
So  I  applaud  your  decision  to  take  the  committee's  fact-finding  out 
of  Washington  and  into  places  like  Tennessee  where  States  have 
had  success  in  a  variety  of  ways. 

I  cannot  take  credit  for  TennCare.  Manny  Martins,  who  you  are 
going  to  hear  from  in  a  little  while,  is  one  of  the  architects,  along 
with  my  predecessor.  Governor  McWherter.  This  program  has  not 
been  without  problems.  We  have  had  some  problems,  and  we  are 
correcting  those  problems  because  that  is  the  way  it  is  with  any 
new  program.  I  hope  what  we  are  doing  in  Tennessee  will  serve  as 
an  example  to  the  Federal  Government. 

In  particular  I  want  to  discuss  some  aspects  of  our  TennCare 
Program,  a  program  that  replaced  medicaid.  Some  aspects,  I  be- 
lieve, offer  the  Federal  Government  an  opportunity  for  genuine 
budget  savings.  And  I  share  your  goal  of  having  a  balanced  budget 
by  2002.  I  think  it  is  critical  for  this  Nation  that  we  stop  spending 
almost  20  cents  out  of  every  dollar  on  interest  on  borrowed  money 
that  does  not  help  anybody,  people  who  are  hungry  who  need  as- 
sistance, education,  crime  control. 

So  I  share  that  goal.  And  I  know  it  is  going  to  be  painful,  but 
I  think  there  are  ways  of  getting  that  done.  Senator  Frist  and  I  dis- 
cussed in  Washington — and  he  was  very  kind  to  us  in  making  sure 
we  had  the  right  appointments — the  TennCare  question.  I  want  to 
say  publicly  I  do  appreciate  his  insight,  his  support,  for  our  efforts 
to  win  greater  flexibility  to  manage  TennCare. 

There  are  some  points  I  would  like  to  make.  And  let  me  just  say 
this  about  the  program:  We  believe  that  we  have  at  least  92  per- 
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cent  of  Teiinesseans  covered  under  some  health  care  coverage;  the 
fact  that  TennCare  has  enabled  us  to  extend  coverage  to  400,000 
Tennesseans  who  previously  had  no  health  care  insurance;  the  fact 
that  we  have  been  able  to  do  this  in  the  first  year  while  saving 
about  a  billion  dollars  in  medicaid — two-thirds  of  that  billion  dol- 
lars are  savings  to  the  Federal  Government,  one- third  to  the  State. 

What  this  has  meant  for  Tennessee  is  clear.  We  have  been  able 
to  extend  basic  health  care  coverage  to  50  percent  more  people 
while  saving  money  for  the  State  and  Federal  Government. 

Chairman  DOMENICI.  Just  a  minute,  Governor.  Can  you  hear  in 
the  back?  OK.  Thank  you  very  much,  Governor. 

Governor  SUNDQUIST.  Let  us  focus  on  what  is  in  it  for  the  Fed- 
eral Government.  Without  throwing  a  lot  of  numbers  your  way,  let 
me  put  it  this  way:  In  my  opinion  if  the  rest  of  the  country 
achieved  medicaid  savings  similar  to  those  Tennessee  has  realized 
under  TennCare  the  annual  growth  rate  in  Federal  medicaid  would 
be  reduced  by  almost  a  fourth,  an  increase  of  7.175  percent  annu- 
ally, compared  to  OMB's  current  projected  growth  of  9.3  percent. 

Computed  on  the  current  medicaid  budget  of  almost  $82  billion, 
those  additional  savings  would  quickly  add  up  and  provide  Con- 
i^ress  a  good  start  in  the  direction  of  a  balanced  budget  by  2002. 

I  believe  all  of  us  understand  that  we  will  not  bring  the  Federal 
budget  under  control  unless  we  contain  health  care  costs.  Our  ex- 
perience with  TennCare  offers  an  opportunity  in  that  direction.  I 
believe  we  have  earned  the  right  to  be  the  proving  ground. 

We  went  to  Washington  earlier  this  week  to  ask  for  Tennessee 
to  be  given  its  medicaid  funds  in  the  form  of  a  block  grant.  We  met 
with  Secretary  Shalala  and  others.  What  we  asked  for  is  an  annual 
growth  rate  contained  in  the  original  Federal  waiver.  It  starts  out 
at  a  little  over  8  percent  and  ends  up  at  5  percent  annualized 
growth. 

But  we  need  to  be  freed  from  the  need  to  continually  jump 
through  hoops  on  matching  funds  and  doing  this  and  doing  that. 
In  fact,  we  would  take  a  little  less  in  our  growth  fund  expansion 
if  we  could  be  freed  up  of  all  these  regulations.  It  is  a  terrible  cost. 

I  do  not  want  to  be  too  hard  on  HCFA — we  have  to  continue  to 
work  with  them;  is  that  not  right?  But  they  are  very  inflexible  in 
this  regard.  Give  us  the  flexibility  to  decide  how  best  to  use  our 
health  care  knowledge  in  Tennessee  within  the  parameters. 

As  you  shift  into  a  new  program  the  State  should  not  be  able  to 
reduce  their  contribution.  We  ought  to  also  have  the  obligation  to 
make  sure  that  the  Federal  monies  for  medicaid  are  not  diverted 
into  other  areas.  We  are  willing  to  do  that.  I  think  all  my  fellow 
governors  are  willing  to  do  that  as  well. 

The  Federal  Government  saves  money  because  the  growth  of 
medicaid  funds  given  to  TennCare  is  kept  well  below  the  program's 
overall  rate  of  growth;  5  percent  is  where  we  end  up.  So  within  a 
few  years,  our  annual  growth  rate  will  be  capped  at  only  5  percent. 
Within  a  few  years  we  will  be  there,  and  with  each  passing  year 
the  Federal  Government  savings  will  grow. 

I  am  encouraged  by  the  active  consideration  in  Congress  of  block 
grants  for  medicaid.  We  went  there  trying  to  get  waivers  and  dis- 
covered the  train  is  moving  pretty  fast  toward  block  grants. 
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What  concerns  me  though  is  that  the  formulas  used  in  assigning 
grants  should  not  penalize  States  like  Tennessee  who  have  been 
more  aggressive  and  pioneering.  Do  not  punish  us — and  Senator 
Frist  knows  this — for  succeeding  at  cost  containment.  I  saw  Sen- 
ator Chafee's  comments,  I  think  in  your  meeting,  that  he  was  con- 
cerned and  was  going  to  make  sure  that  States  like  Tennessee  are 
not  punished. 

Block  grants  that  link  Federal  funds  to  the  amount  of  State 
funds  contributed  will  punish  States  that  have  found  ways  to  oper- 
ate more  efficiently,  while  rewarding  those  States  that  make  no  ef- 
fort whatever  to  reduce  their  costs. 

Health  care  reform  and  cost  containment  at  the  State  level  will 
fail  if  States  have  no  incentive  to  save.  States  will  quickly  conclude 
there  is  no  point  in  doing  the  hard  work  of  cost  containment  if 
their  savings  will  all  be  reclaimed  by  Washington. 

Give  States  an  incentive  to  operate  efficiently.  They  will  save 
money,  and  we  will  save  the  Federal  Government  money  at  the 
same  time  if  you  do  as  we  have  done,  that  is,  to  expand  into  other 
areas. 

We  are  further  along  than  most  other  States.  We  have  dem- 
onstrated it  can  work.  We  earned  the  right  to  go  first  to  be  the  Na- 
tion's proving  ground  for  medicaid  block  grants. 

In  the  short  term,  if  you  can  give  us  a  block  grant  for  the  rest 
of  this  year,  I  think  we  would  show  you  how  we  could  save  even 
more  money.  In  the  long  term,  I  will  be  supportive  of  what  you  are 
trying  to  achieve,  given  the  kind  of  flexibility  that  we  need  to 
achieve  in  the  process.  And  I  think  most  of  my  fellow  governors 
will  applaud  your  efforts. 

The  formula,  as  you  know,  is  everything.  I  know  it  is  a  very  dif- 
ficult thing  to  put  together.  We  hope  to  give  you  some  suggestions 
as  to  how  we  would  handle  the  Federal  Government  in  terms  of 
formula  distribution. 

Obviously  you  have  to  worry  about  the  fast  growth  of  States.  You 
have  to  worry  about  the  slow  growth  of  States.  You  have  to  worry 
about  those  with  different  kinds  of  populations.  I  think  it  is  a  solv- 
able problem. 

Mr.  Chairman,  we  are  glad  you  are  here.  We  are  glad  Senator 
Frist  is  here,  and  glad  you  are  heading  up  this  operation  that  will 
ultimately  save  the  Federal  Government  a  lot  of  money  in  bal- 
ancing the  budget. 

Chairman  DOMENICI.  Thank  you  very  much,  Governor. 

[The  prepared  statement  of  Governor  Sundquist  follows:] 


684 

Remarks  of  Governor  Don  Sundquist 

U.S.  Senate  Budget  Committee  Field  Hearing 

Nashville,  March  25, 1995 


Good  morning  Mr.  Chairman.  Senator  Frist. 

I  appreciate  the  opportunity  to  talk  with  you  this  morning. 

I  applaud  your  decision  to  take  the  committee's  fact-finding  out  of  Washington 
and  into  places  like  Tennessee,  where  we  have  had  some  success  with  programs 
that  may  well  offer  a  useful  example  to  the  federal  government 

In  particular,  I  want  to  discuss  some  aspects  of  our  TennCare  program  that  I 
believe  offer  the  federal  government  an  opportunity  for  genuine  budget  savings. 
Senator  Frist  and  I  discussed  this  earlier  in  the  week,  and  I  want  to  say  publicly 
that  i  appreciate  his  insight  and  support  for  our  efforts  to  win  greater  flexibility  to 
manage  TennCare. 

There  are  number  of  points  I  could  make  about  the  program: 

•  the  fact  that  at  least  92  percent  of  Tennesseans  now  have  health  care 
coverage; 

•  the  fact  that  TennCare  has  enabled  us  to  extend  coverage  to  400,000 
Tennesseans  who  previously  had  no  health  insurance; 

•  and  the  fact  that  we  have  been  able  to  do  this  while  saving  $1  billion  -  two- 
thirds  of  it  federal  money. 

What  this  has  meant  for  Tennessee  is  clear:  we  have  been  able  to  extend  basic 
health  care  coverage  to  50  percent  more  people,  while  saving  money. 

But  let  me  focus  on  what's  in  it  for  the  federal  government  Without  throwing  a 
lot  a  numbers  at  you,  let  me  put  it  this  way: 

If  the  rest  of  the  country  achieved  Medicaid  savings  similar  to  those  Tennessee 
has  realized  under  TennCare,  the  annual  growth  rate  in  the  federal  Medicaid 
budget  would  be  reduced  by  almost  one-fourth  --  7.175  percent  annually 
compared  to  OMB's  current  projected  grov/th  rate  of  9.3  percent. 

Computed  on  the  current  Medicaid  budget  of  $81.9  billion,  those  additional 
savings  would  quickly  add  up,  providing  the  Congress  a  good  start  in  the 
direction  of  a  balanced  federal  budget  by  the  year  2002. 
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1  believe  all  of  us  understand  that  we  will  not  bring  the  federal  budget  under 
control  unless  we  can  contain  health  care  costs.  Tennessee's  experience  with 
TennCare  offers  just  that.  I  believe  we  have  earned  the  right  to  be  the  proving 
ground. 

Here's  what  I  have  in  mind:  Give  Tennessee  its  Medicaid  funds  In  the  form  of  a 
block  grant  Give  us  the  annual  growth  rates  contained  in  our  original  federal 
waiver,  but  free  us  from  the  need  to  continually  increase  the  amount  of  matching 
state  funds.  And  then,  give  us  the  flexibility  to  decide  how  best  to  use  our  health 
care  dollars  in  Tennessee. 

The  federal  government  saves  money,  because  the  growth  of  Medicaid  funds 
given  to  TennCare  is  capped  well-below  the  program's  overall  rate  of  growth. 
Within  a  few  years,  our  annual  growth  rate  will  be  capped  at  only  5  percent.  So 
with  each  passing  year,  the  federal  government's  savings  grow. 

I  am  greatly  encouraged  by  the  active  consideration  in  Congress  of  block  grants 
for  Medicaid.  What  concerns  me  is  that  the  formulas  used  in  assigning  those 
grants  not  penalize  states  like  Tennessee  that  have  been  more  aggressive  and 
pioneering.  Don't  punish  us  for  succeeding  at  cost  containment  If  you  adopt 
block  grant  formulas  that  link  federal  funds  to  the  amount  of  state  funds 
contributed,  you  are  punishing  states  that  have  found  ways  to  operate  more 
efficiently,  while  rewarding  the  states  that  make  no  effort  whatever  to  reduce  their 
costs. 

Health  care  reform  and  cost  containment  at  the  state  level  will  fail  if  states  have 
no  incentive  to  save.  States  will  quickly  conclude  that  there  is  no  point  to  doing 
the  hard  work  of  cost  containment,  if  their  savings  will  all  be  reclaimed  by 
Washington.  But  give  states  an  incentive  to  operate  efficiency,  and  they  will  save 
money  and  in  the  process,  save  a  great  deal  of  money  for  the  federal  government 
as  well. 

Tennessee,  frankly,  Is  farther  along  than  other  states.  We  know  what  works.  E 
demonstrated  how  to  make  it  work.  I  believe  we  have  earned  the  right  to  go  first, 
to  be  the  nation's  proving  ground  for  Medicaid  block  grants.  I  urge  you  to  give  us 
that  opportunity  -  not  just  because  it  makes  sense  for  Tennessee,  but  because  it 
is  a  good  deal  for  the  federal  government,  in  both  the  short  term  and  the  long 
term. 

I  thank  you,  Mr.  Chairman,  and  Senator  Frist  for  the  opportunity  to  offer  these 
comments  for  the  Committee's  benefit.  I  will  be  pleased  to  address  any  of  your 
questions. 
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Senator  Frist.  Thank  you,  Governor.  These  are  discussions  that 
will  have  to  continue,  although,  as  you  said,  the  train  is  moving 
fast.  It  has  to  move  fast  if  we  are  going  to  ever  get  to  a  balanced 
budget,  which  I  think  you  heard  both  the  Chairman  and  me  say, 
that  is  a  real  priority  on  our  part. 

So  people  understand  generally,  we  have  both  medicare  and  med- 
icaid, with  medicare  being  the  predominantly  Federal  Program  for 
the  over-65  population  as  well  as  the  disabled.  And  then  we  have 
medicaid,  which  is  the  TennCare  Program  in  Tennessee,  a  joint 
Federal/State  program  to  serve  predominantly  the  indigent,  al- 
though it  has  been  extended  to  above  poverty  level  in  Tennessee. 

Issues  policy-makers  will  have  to  face  to  a  large  degree  is  wheth- 
er to  expand  the  waiver  program  that  Tennessee  has  participated 
in  or  go  to  a  broader  block  grant  program  in  order  to  control  spend- 
ing levels  which  have  been  increasing  nationally  at  15  percent  in 
medicaid.  Tennessee  got  down  to  10,  9  percent.  We  can  comment 
on  that  a  little  bit  later. 

But  in  truth,  over  the  balance  of  the  century,  it  is  going  to  have 
to  come  down  to  around — we  do  not  know  what  the  exact  figure 
is — but  a  4  percent  increase  in  growth.  To  come  down  to  a  4  or  5 
percent  level,  what  would  that  do  to  Tennessee,  Governor?  I  know 
the  program  here  is  different  than  just  a  straight  Medicaid  Pro- 
gram. 

Governor  SUNDQUIST.  It  is,  Senator.  We  start  off  with  an  in- 
crease, as  you  know,  a  little  over  8  percent  for  last,  year  and  it  is 
going  to  reach  5  percent  in  4  years.  And  in  return  for  a  block  grant 
we  take  a  little  bit  less  along  the  way  and  get  to  that  5  percent 
a  little  earlier,  because  that  is  what  a  block  grant  will  mean  to  us 
in  terms  of  flexibility  and  application. 

I  think  it  is  achievable.  I  would  hope  that  you  would  consider  two 
things:  One  is  I  think  it  would  help  States  if  they  had  a  2-  or  3- 
year  period  where  they  would  go  down  each  year  like  we  did.  That 
has  allowed  us  to  make  savings  along  the  way.  If  you  want  to  end 
up  at  5  percent,  maybe  go  seven,  six,  five — something  like  that. 
That  gives  States  some  experience  along  the  way  and  some  incen- 
tives. 

Second,  I  think  if  you  are  going  to  end  up  at  a  formula  below  5 
percent  you  need  to  separate  out  an  incentive  for  States  to  bring 
people  in  who  are  non-traditionally  non-medicaid  individuals,  the 
working  poor,  as  we  have  done — 400,000  people  in  that  range  and 
people  who  have  not  been  covered  before,  and  800,000  under  medic- 
aid. That  is  our  experience — or  TennCare.  A  total  of  a  million-two. 

So  if  you  have  4V2  percent,  maybe  there  ought  to  be  a  percent 
for  coverage  of  those  individuals,  you  end  up  at  5V2  percent.  And 
that  in  turn  will  make  it  easier  for  welfare  reform  to  work  as  well. 

I  think,  as  you  know,  everything  is  tied  in  together — education, 
health  care,  welfare  reform,  all  of  them  of  are  tied  in  together.  If 
you  do  not  have  education,  child  care,  jobs,  you  cannot  make  wel- 
fare work  as  effectively. 

So  I  think  it  is  possible  for  you  to  get  down  to  those  numbers. 
And  I  will  also  say  this  because  some  providers  are  here:  It  is  not 
perfect.  We  still  have  a  lot  of  work  to  do  as  those  in  the  hospital 
industry  understand,  physicians,  pharmacists.  It  is  an  ongoing 
practice. 
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But,  for  instance,  if  we  were  able  to  get  the  maximum  of  our 
block  grants,  we  would  have  $170  million  more  in  Tennessee  to 
make  this  system  work  even  better  for  those  individuals. 

That  is  why  this  matching  money  has  caused  us  a  problem.  It  is 
a  game  you  have  to  play.  We  should  not  be  playing  games.  We 
ought  to  be  fixing  the  problems.  I  would  urge  you  not  to  go  with 
waivers.  I  would  urge  you  to  go  v^dth  block  grants. 

Senator  Frist.  Thank  you.  Chairman? 

Chairman  DOMENICI.  Governor,  you  said  we  ought  to  give  States 
incentive  to  make  this  work,  and  then  I  did  not  quite  follow  what 
you  meant. 

Governor  SUNDQUIST.  I  am  not  saying  "incentive."  I  guess  a  pe- 
riod of  where  you  could  adjust  down  over  a  period  of  time,  not  go 
immediately.  I  know  in  welfare  reform  in  the  House  they  are  going 
with  a  flat  number — as  I  understand  what  happened  in  the  Ways 
and  Means  Committee  and  now  on  the  floor — of  a  flat  number  for 
4  years. 

Our  experience  has  been,  and  Manny  will  comment  on  this,  by 
going  down  less  each  year  it  made  the  adjustment  a  lot  easier.  You 
start  off  at  over  8  percent.  In  5  years  we  will  be  at  5  percent.  I 
think  you  can  do  it  in  less  than  5  years,  but  maybe  start  off  seven, 
six,  five — maybe  do  that,  something  like  that. 

Chairman  DOMENICI.  I  note  this  editorial  in  the  Tennessean  with 
reference  to  "Do  Not  Punish  State  for  Its  Enterprise,"  which  I  be- 
lieve you  have  alluded  to  in  your  remarks  to  us. 

What  you  are  saying  is  if  you  have  been  a  good  cost-containment 
State  by  exercising  what  little  waiver  authority  the  Feds  would 
give  you,  then  we  should  not  penalize  you  as  we  put  a  formula  to- 
gether that  puts  the  total  pie  together,  first  because  you  are  part 
of  a  total  number,  and  then  we  are  doing  an  average  and  saying 
it  is  growing  at  10 V2  percent,  but  essentially  yours  is  growing  less 
and  somebody  else  is  growing  at  17  percent? 

Governor  SuNDQUiST.  Right. 

Chairman  DOMENici.  We  have  got  to  be  worried  about  that,  and 
we  will. 

Governor  SUNDQUIST.  I  think  there  are  a  number  of  States  who 
have  made  progress,  but  I  think  Tennessee  has  the  only  plan  as 
broad  as  it  is.  When  we  save  a  billion  dollars  over  where  we  have 
been  with  medicaid,  the  formula  ought  to  be  based  so  you  do  not 
punish  us  for  our  success.  In  other  words,  you  could  start  the  new 
States  off  at  7  percent  and  keep  us  at  5  percent  growth.  But  go 
back  to  the  formula  where  we  were  and  give  us  credit  for  that  as 
opposed  to  a  formula  that  will  punish  us  for  success  and  for  us 
frankly  to  have  a  program  that  to  work  makes  it  difficult  to  oper- 
ate. 

We  are  still  trying  to  solve  the  problem  of  capitation.  We  are  still 
trying  to  solve  the  problem  of  pharmaceuticals  and  physicians  and 
specialists  and  all  these  kinds  of  things,  and  urban  health  care  as 
well.  And  we  have  a  problem  in  Memphis  with  a  hospital  there  we 
are  trying  to  work  our  way  out  of  It  is  a  complex  situation.  But 
if  you  all  would  be  sensitive  to  the  fact  that  we  have  done  a  lot 
already  and  not  penalize  us  for  that. 

One  thing  I  did  when  I  came  back  from  Washington,  I  called 
Governor  Edgar,  my  colleague,  and  asked  if  I  could  serve  on  that 


688 

committee  with  him  as  the  group  that  meets  with  the  Congress. 
Having  been  in  Congress,  and  now  as  a  governor  and  having  a 
health  care  plan  that  seems  to  be  solving  a  lot  of  problems,  I  think 
I  could  be  of  some  assistance,  and  he  has  agreed  to  let  me  do  that. 

Chairman  DOMENICI.  I  would  like  to  make  sure  everybody  under- 
stands, including  the  media  from  your  State,  when  the  Budget 
Committee  meets  and  marks  up  this  budget,  we  will  not  be  defin- 
ing specifically  the  medicaid  block  grant  or  the  formula. 

Governor  SUNDQUIST.  Right. 

Chairman  DOMENICI.  We  will  discuss  it,  and  we  will  talk  about 
it,  and  we  will  indicate  our  concerns,  but  all  we  will  speak  with  is 
dollars. 

Governor  Sundquist.  Right. 

Chairman  DOMENICI.  But  our  budget  resolution  only  has  dollars 
in  it.  So  that  first  go-through  when  we  decide  that  we  are  going 
to  save  $130  billion  on  medicaid  over  7  years,  and  your  Senator 
votes  for  it,  he  can  give  his  own  rationale  for  how  he  figures  the 
Finance  Committee  has  to  put  this  together.  And  he  has  a  whole 
other  opportunity  to  be  in  involved  in  the  details,  for  that  too  must 
come  before  the  Senate  and  get  voted  on  and  is  amendable.  So  ev- 
erybody should  understand  that. 

I  want  to  just  say  to  you.  Governor,  and  to  the  people  of  Ten- 
nessee, we  are  not  going  to,  in  the  United  States  Senate,  we  are 
not  going  to  send  money  to  the  States  and  then  put  strings  on  it 
where  the  Federal  Government  is  going  to  run  it.  If  we  are  going 
to  block-grant  medicaid,  we  are  literally  going  to  send  you  a  given 
amount  of  money  under  a  formula  for  each  of  the  next  5  or  7  years. 

And  it  is  probable  that  there  will  be  only  one  string,  and  it  may 
very  well  be  children  first,  and  no  other  strings.  That  may  be  how 
it  comes  out.  I  am  thinking  that  is  the  way  those  talking  about  it 
are  feeling.  You  will  determine  everything  else  about  it.  You  will 
determine  eligibility,  determine  amounts.  You  will  determine  how 
you  handle  your  long-term  care  in  the  future. 

The  Boren  amendment,  which  places  some  very  tough  restric- 
tions on  you  with  reference  to  how  much  you  must  pay,  that  will 
be  gone.  It  will  be  up  to  the  marketplace  and  to  you  all  as  you  put 
that  together. 

I  know  some  in  the  front  row  who  are  interested  in  the  program 
and  know  how  to  work  it  are  nodding  affirmatively  that  you  have 
got  to  have  the  block  grant  like  that  or  we  are  not  going  to  save 
a  lot  of  money. 

Let  me  close  these  remarks  to  all  of  you  and  say  when  we  speak 
of  medicaid  Federal  Government  style,  it  is  not  one  program.  There 
are  24  programs  invented  over  time  that  now  are  contained  in 
about  eight  volumes  of  regulations  and  rules,  each  of  which  is  over 
600,  maybe  700  pages  long,  and  to  which  we  add  somewhere  be- 
tween 400  and  600  pages  of  new  regulations  each  year. 

Now,  when  you  do  that  to  a  State,  first  of  all,  you  are  applying 
the  same  rules  to  every  State,  and  every  State  is  different.  So  you 
start  with  the  same  shoe  fits  everyone,  and  it  does  not. 

And  second,  you  do  not  allow  flexibility  for  the  kinds  of  programs 
and  delivery  systems  you  have.  So  I  am  very  hopeful  that  by  next 
year  you  will  not  have  to  fly  off  to  Washington  to  get  a  waiver  from 
Secretary  Shalala,  and  that  HCFA  will  be  telling  you  what  you  can 
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do  instead  of  what  you  cannot  do.  Thank  you  very  much  for  com- 
ing. 

Governor  SUNDQUIST.  Senator,  thank  you.  Senator  Frist,  thank 
you  very  much. 

Chairman  DOMENICI.  We  are  going  to  be  passing  out  cards  for 
you  all  who  want  to  ask  questions.  You  might  get  ready  for  the 
questions  by  writing  them  out,  putting  your  name  on  them  and 
your  address.  In  the  event  you  do  not  get  to  ask  them,  we  would 
like  to  collect  them  and  send  you  answers  to  your  questions  from 
the  Budget  Committee  of  the  Senate,  so  we  will  be  doing  that. 

Is  the  second  panel  ready?  Let  us  proceed. 

Mrs.  Ursery.  Dr.  Frist,  my  name  is  Mrs.  Ursery,  and  I  would 
like  to  ask  you  a  question  as  soon  as  this  is  over.  We  were  on  the 
committee  for  the  State  having  to  do  with  health  care.  And  there 
was  some  proposal  about  our  inability  to  know  when  we  were  sick 
enough  to  go  to  emergency. 

And  we  saw  an  article  in  the  paper  the  other  day.  And  my  prob- 
lem is  that  if  we  are  poor  and  old  and  do  not  have  sense  enough 
to  know  when  we  are  sick  and  end  up  at  emergency,  then  why  not 
have  a  night  clinic  for  those  of  us  that  get  sick  in  the  night? 

I  wanted  to  talk  to  you  about  that,  but  you  were  in  a  hurry,  and 
you  are  always  in  a  hurry.  And  I  never  get  a  chance  to  express  my- 
self, so  I  am  doing  it. 

Chairman  DOMENICI.  He  will  be  here  to  talk  to  you  today, 
ma'am,  and  we  will  also  give  you  personal  attention  by  staff  mem- 
bers if  you  would  like. 

Mrs.  Ursery.  Who  are  you? 

Chairman  DOMENICI.  I  am  the  chairman  of  the  Budget  Commit- 
tee, ma'am.  I  am  conducting  this  hearing  on  behalf  of  the  United 
States  Senate.  We  thank  you  for  coming,  and  we  will  try  to  get  you 
some  answers.  Let  us  proceed  with  our  meeting,  please.  Panel  II — 
"Privatizing  Public  Programs",  Professor  James  Guthrie,  Director, 
Center  for  Education  Policy,  Vanderbilt  University;  Mr.  Grants, 
Chief  Executive  Officer,  Corrections  Corporation  of  America;  and 
Ms.  Joyce  McClaran,  Tennessee  Department  of  Human  Services. 

All  right.  Can  we  have  our  witnesses?  Why  don't  each  of  you 
identify  yourselves  and  tell  us  who  you  are,  and  we  will  proceed 
with  a  rule  here,  5  minutes  each,  and  we  will  give  you  advance 
warning  here  with  some  cards. 

Ms.  McClaran.  I  am  Joyce  McClaran,  director  of  the  Child  Sup- 
port Program  for  the  Tennessee  Department  of  Human  Services. 

Chairman  DOMENICI.  All  right. 

Mr.  Grants.  I  am  Mr.  Grants,  chairman  and  CEO  of  Corrections 
Corporation  of  America. 

STATEMENT  OF  JAMES  GUTHRIE,  DIRECTOR,  CENTER  FOR 
EDUCATION  POLICY,  VANDERBILT  UNIVERISTY 

Mr.  Guthrie.  Thank  you,  Chairman  and  Senator  Frist.  My  name 
is  James  Guthrie.  I  am  the  director  of  the  Education  Policy  Center 
at  Vanderbilt  University,  and  it  is  a  pleasure  to  be  here  today  to 
discuss  means  by  which  private  sector  practices  might  more  fully 
be  employed  in  the  public's  interest  in  the  area  of  education. 

Before  I  describe  a  particular  set  of  activities  which  in  my  judg- 
ment would  enhance  education  in  the  United  States,  I  would  like 
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to  emphasize  the  magnitude  of  what  we  are  dealing  with  here. 
There  are  approximately  48  million  kindergarten  through  12th 
grade  students  in  the  United  States.  I  am  excluding  from  my  re- 
marks, generally,  this  morning,  higher  education. 

These  48  million — and  the  number  is  growing  quite  fast.  We 
have  got  States  such  as  California  that,  in  order  to  stay  abreast  of 
this  growth,  would  have  to  open  up  two  new  schools  every  day.  If 
we  could  they  would,  and  they  are  not. 

There  is  a  large  number  of  children  involved,  students  involved, 
and  clearly  our  future  as  a  nation  is  involved.  The  costs  are  huge 
also.  We  spend,  just  on  kindergarten  through  twelfth  grade  edu- 
cation, approximately  $300  billion  a  year.  If  we  were  to  put  higher 
education  into  that  figure  it  would  be  $500  billion  a  year. 

Moreover,  these  costs  are  growing  substantially,  though  I  do  not 
believe  they  are  of  the  order  of  magnitude  of  health  care  costs.  But 
when  one  looks  back  over  the  last  5  decades  we  see  that  every  dec- 
ade, after  you  control  for  inflation,  keeping  the  purchasing  power 
of  the  dollar  constant,  school  costs  have  gone  up  in  this  Nation  10 
percent  every  decade  so  that  today  we  spend  five  times  more  per 
pupil  than  we  did  50  years  ago,  even  after  you  take  inflation  into 
account. 

I  believe  that  there  are  mechanisms  which  could  be  employed 
which  would  simultaneously  enhance  the  quality  of  schooling  in 
this  Nation  and  enable  us  to  reduce  or  at  least  more  effectively  use 
the  resources  involved. 

The  idea  I  would  like  to  present  this  morning  is  more  widely  to 
deploy  contracting  as  a  means  for  operating  kindergarten  through 
twelfth  grade  schools.  Under  our  contracting  arrangement  local 
school  boards,  certainly  within  the  authority  of  States,  local  school 
boards  would  have  an  opportunity  to  debate  what  it  is  important 
that  youngsters  learn  and  students  learn  and  are  able  to  do. 

They  could  undertake  those  conversations  and  convert  them  into 
a  set  of  requests  for  proposals,  RFPs,  which  then  private  contrac- 
tors of  all  kinds,  including  teachers,  investors,  administrators,  com- 
munity organizations,  universities,  a  wide  range  of  prospective  con- 
tractors, could  bid  to  offer  the  services  in  keeping  with  the  speci- 
fications that  our  local  school  boards  designed. 

Contractors  would  also  have  to  agree,  of  course,  to  meet  the  ex- 
pectations, to  meet  the  specifications.  They  would  also  have  to 
agree  to  comply  or  to  cooperate  with  third-party,  independent,  ob- 
jective evaluators  who,  over  time,  would  apprise  whether  or  not  an 
independent  contractor  was  in  fact  rendering  the  services  and 
achieving  the  expectations  specified  in  a  contract. 

There  is  one  other  component  of  this  mechanism  which  is  nec- 
essary in  order  to  make  it  work  which  is  within  public  schools  to 
enable  households,  to  enable  parents,  to  decide  which  public  school 
they  want  to  attend  within  the  public  sector. 

These  two  mechanisms  together,  I  would  contend,  would  offer  an 
opportunity  to  elevate  standards,  to  achieve  excellence,  to  redirect 
resources,  use  them  more  effectively,  to  liberate  the  creativity  of 
America's  teachers,  to  retain  the  system  under  public  control. 

Now,  where  does  the  Federal  Government  fit  in?  What  we  spend 
on  education,  of  course,  the  Federal  Government  is  a  relatively 
small  partner  in  this  activity.   Depending  on  how  one  wants  to 
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lump  the  resources,  federally  your  appropriations  are  in  the  order 
of  magnitude  of  about  $30  billion  a  year  for  education. 

It  is  not  appropriate  and  no  one  is  suggesting  that  there  be  Fed- 
eral Government  direct  operating  activity  on  this  dimension,  but 
one  could  easily  envision  how  to  use  Title  I  funds  of  the  Elemen- 
tary and  Secondary  Education  Act,  various  kinds  of  earmarked  or 
set-aside  monies,  which  would  encourage  States  and  localities  to 
engage  in  experiments  with  contracting  from  which  we  could  learn. 

There  is  nothing  in  this  proposal  which  is  inconsistent  with  what 
was  enacted  in  1994,  the  Goals  2000  legislation.  I  make  no  case 
that  that  ought  to  be  either  expended  or  ended.  That  is  not  my 
point  here  this  morning.  But  there  is  nothing  inconsistent  about 
contracting  with  Goals  2000.  Instead  it  would  be  a  mechanism 
which  would  facilitate  implementation  of  all  activity  of  Goals  2000. 

Last,  I  want  to  say  there  is  nothing  inconsistent  about  the  con- 
cept of  contracting  with  encouraging  racial  desegregation  or  racial 
integration  of  our  schools.  In  a  city  such  as  Nashville,  which  is  con- 
tinuing to  wrestle  with  the  means  for  overcoming  historical  dis- 
crimination against  black  people,  in  a  city  such  as  this  one,  you  can 
easily  envision  using  magnet  schools  as  inducements  to  have  indi- 
viduals of  all  races  come  together  and  go  to  school  and  putting 
these  magnet  schools  up  for  bid  by  private  sector  contractors  meet- 
ing publicly  determined  specifications. 

I  would  be  delighted  to  respond  to  questions  about  details.  Other- 
wise, Senators,  I  will  happily  turn  this  microphone  over  to  my  col- 
leagues. 

Chairman  DOMENICI.  We  will  ask  questions  when  we  are  finished 
with  the  panel.  Do  you  have  a  prepared  statement? 

Mr.  Guthrie.  I  do,  Senator.  It  is  available. 

Chairman  DOMENICI.  It  will  be  made  a  part  of  the  record. 

[The  prepared  statement  of  Mr.  Guthrie  follows:! 
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USING  PRIVATE  SECTOR  PRACTICES  FOR 
PUBLIC  SECTOR  PURPOSES:  THE  CASE  FOR  EDUCATION 

Thank  you,  Mr.  Chairman.   It  is  a  privilege  to  appear  before  this  committee  to 
describe  means  by  which  private  sector  practices  might  more  productively  be 
enlisted  to  fulfill  public  purposes  in  education. 

Magnitude  of  the  System,  Resources  Involved,  and  Challenges  Ahead 

Before  offering  a  proposal  for  utilizing  private  sector  resources  more  fully  in 
educating  our  nation's  students,  I  believe  it  is  useful  to  emphasize  the 
awesome  magnitude  of  what  is  at  stake  in  rendering  America's  schools  yet 
more  effective. 

Currently,  approximately  48  million  U.S.  children  and  adolescents  are 
enrolled  in  public  and  private  Kindergarten  through  twelfth  grade  schools. 
Almost  90  percent  of  these  (43  million)  attend  public  schools.   The  numbers 
are  growing.  States  such  as  California  need  to  open  two  new  schools  each  day 
simply  to  keep  even  with  the  historic  influx  of  new  students. 

The  nation  now  spends  approximately  $300  billion  each  year  to  support  public 
education.   By  almost  any  measure  this  is  a  large  amount  of  money.   It  is 
more  than  we  spend  on  defense.   Moreover,  in  every  decade  since  1950,  the 
nation  has  increased  its  financial  commitment  to  public  schooling.    Even 
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when  controlling  for  inflation,  we  now  spend  five  times  more  per  pupil  than 
we  sjjent  fifty  years  ago.  This  consistent  level  of  increase  may  not  pose  the 
same  threat  to  the  nation's  economy  as  spiraling  health  care  or,  perhaps, 
criminal  justice  costs.    Nevertheless,  prospective  enrollment  growth  coupled 
with  past  cost  curves  make  it  conceivable  that  the  United  States  will  soon,  if 
not  now,  face  troublesome  questions  of  whether  or  not  we  can  continue  to 
deliver  schooling  in  our  current  mode. 

In  addition  to  questions  of  resources,  we  are  also  challenged  by  problems  of 
quality.  It  is  fruitless  to  question  whether  our  nation's  schools  are  as  good 
today  as  some  perceive  they  were  in  the  past.   When  one  sifts  through  all  the 
conflicting  evidence,  the  fairest  answer  is  that  they  probably  are  as  good  today 
as  their  advocates  claim  they  were  yesterday.  Nevertheless,  they  assuredly  are 
not  good  enough  to  accomplish  what  as  a  nation  we  must  have  in  the  21st 
Century.   Today's  education  model,  and  what  most  students  learn  from  it, 
must  be  improved  both  for  the  nation's  future  and  the  well  being  of  the 
individual  students  and  families  involved. 

What   to  Avoid 

I  would  like  to  begin  by  citing  two  strategies  we  should  avoid,  or  at  least  not 
adopt  on  a  broad  scale.  The  first  is  mindlessly  reinforcing  the  status  quo. 
Continuing  to  allocate  the  federal  government's  approximately  $30  billion 
annual  education  appropriation  for  more  of  the  same  is  unlikely  ever  to 
result  in  better  schools  for  America. 

The  second  likely  unproductive  strategy  is  wholeheartedly,  and  in  some  half- 
baked  manner,  adopting  a  national  or  statewide  voucher  plan.    Empowering 
households  directly  by  providing  a  warrant  of  public  funds  for  family  choice 
of  schools  is  attractive  on  its  face.   However,  such  arrangements  pose  too  great 
a  risk  of  subordinating  larger  public  interests  to  narrow  private  preferences.  I 
believe  the  market,  if  appropriately  structured,  can  contribute  to  more 
effective  schooling.    However,  if  implemented  in  an  unfettered  fashion, 
voucher  plans  or  tuition  tax  credit  plans  will  make  it  more  difficult  to  create 
the  social  cohesion  and  civic  regard  that  we  as  a  nation  clearly  need  to 
enhance. 
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How  to  Meet  Education  Challenges? 

I  believe  that  there  is  an  alternative  to  timidly  reinforcing  the  status  quo  or 
mindlessly  rushing  to  a  radical  solution.    There  is  an  alternative  which 
promises  a  better  mix  of  private  efficiency  and  public  purpose.  I  refer  here  to 
contracting.   This  is  a  procedure  by  which  states  and  local  communities  can 
specify  the  purposes  they  believe  schools  should  serve,  arrange  for 
independent  third  parties  to  appraise  schools'  progress  toward  those 
purposes,  and  then  invite  a  constellation  of  private  providers  actually  to  offer 
instruction  to  students. 

Such  contract  schools,  when  coupled  with  an  ability  of  each  household  to 
select  which  contract  school  it  wants  to  use,  will  inject  a  large  measure  of 
private  Isector  management  practice  and  efficiency  incentives  into  a  system 
which  still  retains  public  oversight. 

Contracting-out  strengthens  the  public  interest  while  encouraging  both 
accountability  and  innovation,  and  breaking  the  stranglehold  of  long- 
standing relationships  on  both  school  performance  and,  equally  important, 
public  expectations  of  school  performance. 

How  does  contracting-out  do  this? 

First,  it  stresses  the  decision-making  role  of  those  governing  our  schools 
toward  achieving  the  educational  standards  preferred  in  a  given  community. 
Second,  it  reinforces  the  readiness  of  educators  and  community,  alike, 
continually  to  raise  those  standards  and  associated  expectations.   Contracting- 
out,  in  short,  helps  resolve  the  problems  associated  with  the  goals  of 
decentralizing  education,  while  maintaining  the  public  accountability  of 
those  who  are  stewards  of  entire  school  systems. 

In  discussing  or  implementing  education  contracting,  it  is  imperative  that  all 
parties  understand  that  it  is  educational  services,  not  the  public's  interest  in 
educational  excellence,  that  may  be  assigned  to  a  contractor.   We  must  also 
make  clear  that  contracting  organizations  might  be  owned  and  led  by  teachers. 
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investors,  current  school  administrators,  academicians,  parents,  local 
corporate  officials,  or  any  competent  combination  of  these. 

The  contractual  instrument,  far  from  being  a  bloodless  legal  artifact,  becomes 
the  framework  of  community  —  open  covenants  through  which  school 
boards  regain  their  ability  to  shape  and  foster  education  that  will  meet  or 
surpass  the  expectations  of  their  communities;  through  which  parents  can 
exercise  their  beliefs  and  their  tastes  in  choosing  schooling  for  their  children; 
and,  in  which  educators  may  not  only  lay  claim  to  professional  status,  but  also 
attract  the  financial  resources  and  political  support  necessary  to  make  the 
claim  meaningful. 

Contracting-out  has  proven  its  value  in  other  settings,  notably  in  the  energy 
sector,  in  which  a  publicly  accountable  governing  body  specifies  rates  and 
levels  of  utility  services  and  then  is  free  either  to  operate  all  or  part  of  the 
utility  system,  itself;  or,  to  induce  private  contractors  to  provide  services  in 
keeping  with  specified  levels  of  costs,  reliability  and  service  quality. 

Despite  its  successful  track  record,  controversy  often  surrounds  contracting 
out.   Some  of  this  stems  from  genuine  fear  of  increased  private-sector 
involvement  in  social  services.    And,  of  course,  some  of  it  stems  from  the 
political  efforts  of  some  individuals  and  groups  to  maintain  the  status  quo  by 
resorting  to  emotional  appeals  and  scare  tactics. 

Once  contracting-out  is  accepted  as  the  familiar  tool  it  has  long  been  in  other 
sectors,  its  usefulness  in  education  may  quickly  become  apparent.   It  will 
empower  local  school  districts  to  advertise  for  bids  from  and  enter  into 
contracts  with  "private"  providers  of  educational  services  ~  many  of  whom, 
happily,  will  be  the  most  talented  veteran  members  of  the  existing  school 
system.   If  anyone  has  thought  of  the  provision  of  public  education  as  status- 
quo  enterprise  or  a  dead-end  career  for  the  next  century,  their  expectations 
could  undergo  a  sharp  reversal. 

Recognizing  the  contract  for  what  it  is  ~  a  durable  set  of  promises  and 
valuations  agreed  upon  by  two  or  more  parties  ~  it  follows  that  school 
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districts  that  contract-out  for  education  services  will  also  contract  with  third- 
party  evaluators  to  appraise  the  performance  of  contractors. 

In  the  contracting  setting,  the  adoption  and  enforcement  of  schools'  academic 
standards  and  the  evaluation  of  students'  gains  become  more  salient,  more 
determining  of  contract  performance,  than  is  presently  the  case. 

It  is  regrettable  that  routine  and  tradition  have  not  led  to  a  high  premium 
being  placed  on  communication  between  and  among  schools  and  their 
customers  and  constituencies.    Even  now,  with  communities  experimenting 
with  site-based  decision-making  and  participative  management, 
communications  and  related  opinion  assessments  are  usually  amateurish,  at 
best.   That  must  change  under  contracting,  because  the  contractor  must  meet 
public  expectations  ^d  standards  during  specified  terms  —  and  thus  cannot 
afford  to  waste  time  and  resources  in  pursuits  that  are  all  but  meaningless  to 
the  public  —  and  to  those  who  will  be  paid  independently  to  audit  or  assay 
each  school's  achievements,  or  lack  thereof. 

Contracting  pioneers  will  be  more  likely  to  step  forward  if  Congress,  state 
legislatures  and  other  bodies  themselves  take  such  steps  as  permitting  school 
districts  that  make  requests  to  redeploy  appropriate  federal  funding  streams 
(Title  I  of  the  Elementary  and  Secondary  Education  Action  being  an  oft-dted 
example)  toward  less  traditional,  more  innovative,  even  "experimental" 
offerings  and  ventures,  under  contracts. 

Contracting-out  also  offers  a  productive  means  for  expediting  achievement  of 
the  objectives  sought  in  the  recently  authorized  Goals  2000  legislation.   Here 
again,  however,  the  entire  venture  could  be  moved  forward  more  rapidly  if  a 
portion  of  the  appropriation  were  earmarked  as  incentives  for  state 
governments  and  local  school  districts  to  undertake  contracting  pilot  projects. 

Expanded  use  of  contracting-out  will  reveal  to  the  general  public  what  those 
who  have  studied  the  successes  and  failures  of  education  have  long 
recognized:    The  human  talent  to  improve  education  within  schools  funded 
by  the  public  already  exists.   The  knowledge  of  instructional  technique  exists. 
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STATEMENT  OF  JOYCE  McCLARAN,  DIRECTOR,  CHILD  SUP- 
PORT DIVISION,  TENNESSEE  DEPARTMENT  OF  HUMAN 
SERVICES 

Ms.  McClaran.  Mr.  Chairman,  Senator  Frist,  thank  you  for  al- 
lowing me  to  testify  concerning  opportunities  for  privatization  in 
social  and  entitlement  spending.  As  director  of  the  Tennessee  Child 
Support  Program  I  have  found  the  child  support  program  is 
uniquely  suitable  for  privatization.  The  services  we  provide  are  lo- 
cation, paternity  establishment,  order  establishment  and  enforce- 
ment, and  review  and  modification  of  court  orders. 

This  requires  that  every  local  child  support  office  have  unique 
talents  such  as  strong  management  expertise,  investigators,  attor- 
neys, paralegals,  bill  collectors  and  accountants.  Since  these  skills 
are  readily  available  in  the  private  sector,  many  States  have 
turned  to  privatization  of  varying  services.  This  enables  States  to 
have  the  expertise  without  having  to  incur  training  costs  or  in- 
crease the  size  of  State  government. 

In  1991  Tennessee  decided  to  go  one  step  further  beyond  just 
privatizing  a  specific  function  and  became  the  first  State  to  pri- 
vatize a  full-service  local  child  support  office.  This  endeavor  has 
been  a  success,  and  we  have  privatized  four  more  local  offices.  At 
least  six  other  States  have  followed  our  lead,  and  the  interest  in 
this  concept  continues  to  grow. 

We  did  not  privatize  as  a  cost  savings  strategy  but  as  a  way  to 
improve  service  and  meet  the  stringent  Federal  processing  stand- 
ards without  increasing  the  size  of  State  government.  We  have  suc- 
ceeded in  these  objectives.  In  the  State  fiscal  year  1993-94  our  four 
private  offices  averaged  a  26 Viz  percent  increase  in  collections  over 
the  prior  year  while  the  government-operated  offices  averaged  a  16 
percent  increase. 

The  privatized  offices  averaged  a  93  percent  increase  in  the  num- 
ber of  paternities  established,  while  the  government-operated  of- 
fices averaged  a  13  percent  increase.  Government,  both  State  and 
Federal,  have  directly  benefited  from  these  increased  collections 
through  increased  reimbursement  of  AFDC  expenditures.  Even  so, 
the  net  measurable  cost  of  privatization  does  exceed  the  cost  of 
public  agencies,  especially  in  the  first  few  years  of  operation. 

Our  experience,  however,  has  been  that  the  additional  cost  is  a 
wise  investment  when  considering  the  many  non-monetary  benefits 
such  as  reduced  expenditures  in  Food  Stamp  and  TennCare  Pro- 
grams. The  improved  service  provided  to  our  customers  have 
helped  many  attain  self-sufficiency  from  welfare  and  also  allowed 
many  families  to  remain  self-sufficient. 

The  cost  avoidance  benefits  realized  by  strong  child  support  en- 
forcement must  not  be  underestimated.  When  strictly  measuring 
the  difference  in  costs  in  public  and  private  offices,  we  must  keep 
in  mind  the  method  of  compensation  differs.  The  private  office  is 
compensated  based  on  percentage  of  collections,  so  as  collections  in- 
crease our  costs  rise. 

This  compensation  provides  a  direct  incentive  to  our  private  part- 
ners to  continually  improve  their  performance.  We  do  not  have 
these  incentives  for  public  offices  since  they  are  funded  with  a  fixed 
budget  appropriation  each  year. 
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Even  though  Federal  incentive  payments  are  available  to  public 
offices  to  reward  improved  performance,  this  money  is  often  used 
by  States  to  replace  appropriated  dollars  rather  than  to  improve 
the  program. 

Private  offices  are  able  to  achieve  greater  results  as  they  are  free 
to  make  up-front  investments  in  the  program,  tap  into  existing 
management  expertise,  and  employee  development  programs,  pro- 
vide incentive  pay  for  employees,  purchase  equipment  and  automa- 
tion as  needed,  and  reinvest  resources  into  the  program  to  achieve 
greater  return. 

Public  agencies  are  not  provided  these  opportunities.  Public/pri- 
vate partnerships  should  be  encouraged  but  not  mandated.  Privat- 
ization in  the  child  support  program  has  been  achieved  without 
legal  Federal  waivers.  We  would  like  for  this  flexibility  to  remain. 

There  are  two  areas  I  would  like  to  draw  attention  to  that  we 
do  need  assistance  from  Congress  in.  There  is  a  need  for  both  the 
Internal  Revenue  Service  and  Department  of  Labor,  through  the 
local  employment  security  offices,  to  allow  access  to  their  data  by 
the  private  contract  offices. 

We  apply  the  same  confidentiality  rules  to  our  private  offices  as 
we  do  to  our  public  offices.  The  denial  of  information  by  the  IRS 
or  Department  of  Labor  that  is  necessary  to  fully  perform  will  re- 
sult in  governmental  employees  having  to  continue  to  perform  cer- 
tain functions. 

Chairman  DOMENICI.  What  kind  of  information  do  you  need? 

Ms.  McClaran.  The  IRS  has  determined  private  offices  cannot 
get  any  information.  They  cannot  get  information  where  we  offset 
a  tax  refund. 

Chairman  DOMENICI.  We  are  not  going  to  give  you  the  oppor- 
tunity to  get  the  whole  income  tax  returns.  I  am  asking,  what  kind 
of  information  do  you  need? 

Ms.  McClaran.  Information  that  they  can  use  for  the  IRS  to  off- 
set tax  refunds,  that  they  can  get  the  information  about  what  the 
dollar  amount  is,  that  they  can  get  locate  information  from  the 
IRS. 

Chairman  DOMENici.  Thank  you. 

Ms.  McClaran.  The  second  request  we  have  is  in  the  area  of 
funding.  Any  proposed  changes  in  the  funding  formula  to  the  Title 
IV-D  Program  must  be  carefully  analyzed  for  the  impact  of  privat- 
ization. Failure  to  do  so  may  create  disincentives  to  privatization. 

We  are  proud  of  our  partnerships  that  we  have  forged  and  want 
to  improve  and  build  on  them.  We  ask  for  your  support  in  this  ef- 
fort. Thank  you  for  the  opportunity  to  be  here  today. 

Chairman  Domenicl  Thank  you  very  much. 

[The  prepared  statement  of  Ms.  McClaran  follows:] 
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TESTIMONY  CONCERNING  OPPORTUNITIES 
FOR  PRIVATIZATION  IN  SOCIAL  AND  ENTITLEMENT  SPENDING 


SENATE  BUDGET  COMMITTEE 

Southeastern  Field  Hearing 

March  25,  1995 

By 

Joyce  D.  McClaran 

Director,  Child  Support  Division 

Tennessee  Department  of  Human  Services 

400  Deaderick  Street 

Nashville,  Tennessee  37248-7400 

(615)  741-1820 


INTRODUCTION 

Mr.  Chairman  and  members  of  the  Committee,  thank  you  for 
this  opportunity  to  testify  concerning  opportunities  for 
privatization  in  social  and  entitlement  spending.  My  remarks 
will  focus  on  privatization  of  services  in  the  child  support 
enforcement  program  (Title  IV-D  of  the  Social  Security  Act).  In 
Tennessee  the  program  is  administered  by  the  Department  of  Human 
Services  and,  like  most  states,  services  have  traditionally  been 
provided  locally  by  State  or  County  employees .  As  the  program  has 
grown,  both  in  caseload  and  in  federal  regulatory  controls,  more 
and  more  states  have  been  unable  to  keep  abreast  of  the  demands 
of  our  customers  and  the  stringent  federal  requirements  relative 
to  processing  timeframes.  It  has  become  imperative  that  we  look 
to  other  resources  for  help.  Necessity  is  indeed  the  mother  of 
invention   which   is   evidenced   by   the   tremendous   growth   of 
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privatization  in  the  child  support  program.  Innovation  and 
experimentation  have  been  our  salvation  and  this  has  been 
accomplished  without  the  need  for  federal  waivers. 


WHAT  SERVICES  HAVE  STATES  PRIVATIZED  Iff  THE  CHILD  SUPPORT 
PROGRAM? 

In  an  effort  to  do  more  with  less,  , State  child  support 

1 

agencies  have  created  many  unique  public/private  partnerships. 
Child  support  functions  which  have  been  privatized  by  States 
include: 

Investigative  Services  for  Location  of  Obligors 

Legal  Representation 

Collection  of  Past  Due  Accounts 

Payment  Processing 

Financial  Accounting 

Printing 

Training 

Disbursement  of  Funds 

Operation  of  Entire  Local  Offices 

The  child  support  program  lends  itself  to  privatization  more 
than  most  governmental  programs  because  so  many  of  our  needs  are 
the  same  as  the  needs  of  the  private  sector.    Therefore  the 
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expertise  already  exists  in  the  private  sector.  For  example, 
all  businesses  need  legal  representation,  printing,  collection  of 
past  due  accounts,  payment  processing,  and  financial  accounting. 
Unlike  many  social  programs,  child  support  does  not  pay  out 
governmental  benefits.  Rather  our  end  objective  is  to  enforce 
the  transfer  of  money  from  the  person  who  owes  it  to  the  person 
or  entity  to  whom  it  is  due.  Ensuring  this  happens  requires  that 
we  possess  expertise  in  all  the  tasks  listed  above  or  secure  the 
expertise  elsewhere.  If  we  are  able  to  do  so  less  expensively 
and/or  more  efficiently  within  the  private  sector,  States  should 
be  encouraged  to  do  so. 

TENNESSEE' S   EXPERIENCE   WITH   PULL   SERVICE   PRIVATIZATION 

Tennessee's  child  support  program  has,  since  inception, 
contracted  to  other  State  entities  and  county  governments  to 
operate  local  offices.  So,  in  1991  when  a  district  attorney 
general  decided  that  due  to  rising  caseloads  and  increasingly 
stringent  program  requirements  he  could  no  longer  continue  in  the 
program,  it  was  natural  that  we  considered  another  form  of 
contract- -this  time  with  the  private  sector. 

This  undertaking  was  the  first  of  its  kind  in  the  nation  and 
involved  asking  the  private  sector  to  submit  bids  for  full 
operation  of  a  local  child  support  office  with  responsibility  for 
four  counties.    Even  though  this  was  a  new  endeavor  for  the 
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private  sector,  we  received  four  proposals  and  the  resulting 
contract,  which  was  effective  July  1,  1991,  is  currently  in  its 
fourth  year  of  a  five  year  term. 

Responsibilities  include  intake,  location,  paternity 
establishment,  order  establishment  and  enforcement,  and  review 
and  modification  of  court  orders.  The  only  service  not  provided 
is  the  actual  collection  and  disbursement  of  money  as  in 
Tennessee  all  child  support  obligations  are  payable  to  the  Clerk 
of  Court.  [ 

Contractually,  the  State  wanted  to  ensure  an  understanding 
by  the  contractor  that  the  ultimate  goal  of  the  program  is  to 
collect  child  support  for  children.  Therefore  we  compensate  the 
contractor  on  a  percentage  of  collections  basis.  This  provides  a 
simple  measurement  of  achievement  while  giving  the  private  sector 
a  direct  incentive  to  perform.  It  also  helps  ensure  compliance 
with  all  program  requirements  which  are  prerequisites  to 
collection  such  as  locate,  paternity  establishment  and  order 
establishment. 

The  public-private  relationship  has  been  very  positive  and 
we  have  subsequently  privatized  six  more  counties,  for  a  total  of 
ten.  Since  1991,  six  other  states  have  privatized  local  offices. 
This  is  a  growing  trend  and  one  that  should  be  encouraged  but  not 
mandated. 
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HAS  PRIVATIZATION   IMPROVED  THE  QUALITY  OP  SERVICES? 

Tennessee's  experience  reveals  that  both  quality  and 
quantity  of  services  have  improved  with  use  of  the  private 
sector.  While  public  agencies  usually  are  able  to  provide 
quality  services  they  are  often  unable  to  provide  them  in 
quantity  due  to  limited  resources.  This  results  in  States  being 
unable  to  meet  processing  timeframes  and  creates  negative  public 
relations. 

We  have  seen  quality  and  quantity  improvement  in  privatized 
offices  through  a  reduction  in  customer  complaint  calls,  an 
increase  in  paternities  established,  an  increase  in  collections, 
and  an  improved  ability  to  pass  stringent  federal  audits. 

The  ability  of  private  offices  to  react  quickly  to  changing 
program  demands  is  a  primary  key  to  their  success.  Unlike  public 
agencies,  they  can  quickly  increase  or  decrease  the  number  of 
staff,  obtain  equipment,  automation  and  space  as  needed  and 
reward  employees'  performance  with  incentive  pay.  As  employees 
earn  more  in  incentive  pay  the  company  earns  more  through  the 
performance  based  compensation  from  the  State.  The  objective  is 
clear  and  meaningful  to  each  employee. 

Due  to  the  performance  based  compensation,  the  private 
sector  also  has  an  incentive  to  develop  outreach  programs  in  the 
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community  to  secure  more  customers.  This  helps  reach  people  in 
need  of  child  support  before  they  become  recipients  of  welfare 
services  and  it  helps  achieve  public  support  for  the  program. 
Unfortunately,  public  agencies  are  usually  too  burdened  with  high 
caseloads  to  even  consider  outreach  and  do  not  have  a  budget  to 
support  public  relations  campaigns.  Since  public  agencies  are 
funded  from  appropriations  which  have  no  relationship  to 
performance,  there  is  a  clear  disincentive  to  attempt  to  reach 

new  customers. 

» 
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Providing  the  training  and  management  expertise  necessary  to 
enable  staff  to  perform  effectively  and  efficiently  is  another 
component  of  the  private  sector's  success.  Public  agencies 
cannot  always  attract  and  maintain  strong  employees  and  managers 
especially  at  the  local  office  level.  Training  resources  at  the 
State  level  are  often  inadequate  to  support  local  office  needs. 
Private  companies,  however,  usually  have  a  high  degree  of 
investment  in  employee  development  programs  and  can  utilize 
existing  corporate  level  expertise  to  develop  local  office 
strengths . 

An  unanticipated  benefit  of  privatization  is  the  improvement 
in  quality  and  quantity  in  the  state  and  county  operated  program. 
A  spirit  of  competition  has  surfaced  and  inspired  each  office  to 
improve  their  program.  The  knowledge  that  there  is  an 
alternative  to  the  traditional  government  operated  office  has 
given  new  incentive  to  many  government  employees . 
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CAN  PRIVATIZATION  PRODUCE  SAVINGS  TO  GOVERNMENT? 

In  Tennessee  when  pre-privatization  costs  are  compared  to 
post-privatization  costs,  there  are  no  savings.  There  is,  in 
fact,  an  increase  in  cost.  For  example,  in  the  first  year  of 
privatization  one  office  cost  the  government  $562,270.  We 
estimate  that  the  same  office,  had  it  remained  under  public 
operation,  would  have  cost  $437,202,  or  $125,068  less.  The 
private  office,  however,  with  an  upfront  investment  in  additional 
staff  and  automation,  was  able  to  increase  collections  by  44% 
over  the  prior  year  and  returned  an  additional  $67,514  to  the 
government  for  AFDC  reimbursement.  The  net  additional  cost 
therefore  dropped  to  $57,554. 

It  is  important  to  note  that  the  $57,554  additional  cost  was  in 
the  first  year  of  operation.  As  the  private  contractor  gained 
experience  and  our  compensation  percentage  rate  dropped  (as 
proposed  by  the  Contractor  in  their  bid),  the  cost  to  the 
government  has  also  dropped  so  that  in  state  fiscal  year  1993-94, 
the  net  cost  of  the  same  office  had  dropped  to  $10,840  over  what 
we  project  the  public  office  would  have  cost. 

The  increase  in  collections  achieved  by  our  private  partners 
has  had  other  monetary  benefits  to  federal,  state  and  local 
governments.  Although  not  currently  measured,  savings  are 
achieved  in  the  Food  Stamp,  Medicaid  and  public  housing  programs 
as  well  as  numerous  other  means  tested  programs.   As  states  find 
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ways  to  become  more  successful  in  collecting  child  support,  more 
families  will  attain  self  sufficiency.  For  a  single  parent, 
employment  at  minimum  wage  is  insufficient  to  feed,  house,  clothe 
and  provide  day  care  for  a  family.  The  addition  of  child  support 
income  from  the  other  parent  is  often  the  key  to  becoming  or 
remaining  self  sufficient. 

The  cost  avoidance  benefit  of  the  child  support  program 
cannot  be  overlooked  or  underestimated.  If  adequate  resources 
exist  to  enable  child  support  programs  to  take  immediate 
enforcement  action  when  a  child  support  debt  is  unpaid,  we  will 
be  able  to  prevent  many  families  from  turning  to  government 
assistance  programs.  Our  private  partners  are  able  to  provide 
the  resources  to  take  immediate  action. 

Lastly,  improved  program  performance  by  our  private  partners 
has  enabled  Tennessee  to  meet  the  federal  regulatory  requirements 
and  pass  stringent  audit  criteria.  One  public  office  which  had  a 
23%  accuracy  rate  in  the  audit  criteria  "location  of  absent 
parents"  achieved  an  81%  accuracy  rate  in  the  first  year  of 
privatization.  The  standard  for  passing  the  audit  is  an  accuracy 
rate  of  75%.  Passing  the  federal  audit  prevented  the  state  from 
losing  1%  to  5%  of  federal  AFDC  funds.  Of  course  this  was  not 
achieved  by  the  private  offices  alone.  The  audit  criteria 
statewide  would  still  not  have  been  met  without  the  effort  of  the 
state  and  county  operated  offices,  who  even  with  fewer  resources, 
were  able  to  achieve  compliance. 
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It  is  our  belief  that  governmental  programs  could  obtain 
similar  results  if  they  were  compensated  based  on  performance 
rather  than  a  specified  dollar  appropriation.  Their 
appropriation  is  determined  more  by  the  state's  economy  and 
spending  priorities  than  by  caseload  size  or  program 
requirements.  There  is  no  reward  to  governmental  offices  for 
increased  collections  although  occasionally, '  if  the  office  is 
cost  effective  enough  to  earn  additional  federal  incentive 
dollars,  additional  expenditures  are  authorized.  On  the 
contrary,  the  private  office  becomes  more  costly  as  their 
performance  improves.  Therefore,  the  increased  cost  of  utilizing 
private  companies  is  most  directly  related  to  the  change  in  the 
V  basis  of  compensation  rather  than  the  service  being  more  costly. 

We  believe  it  would  be  interesting  to  pilot  a  governmental 
child  support  office  which  is  compensated  based  on  performance. 
This  would  provide  a  true  comparison  between  public  and  private 
offices.  Unfortunately  there  are  barriers  to  this.  First, 
public  offices  are  not  supposed  to  "make  money".  The 
accountability  demands  on  public  officials  and  public  scrutiny 
would  make  it  difficult  for  the  public  office  to  be  free  to 
"invest"  as  they  deemed  appropriate,  make  purchases  "off  the 
rack",  compensate  employees  based  on  performance,  or  reward 
employees  with  non  monetary  perks. 

In  summary,  Tennessee  does  not  see  the  increase  in  cost  of 
privatization  as  a  negative.   We  did  not  privatize  child  support 
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with  the  idea  that  it  would  cost  less,  but  rather  with  the 
expectation  that  we  would  provide  our  customers  better  service, 
meet  the  federal  regulatory  requirements,  and  increase 
collections  while  not  increasing  the  size  of  the  State  payroll. 
These  objectives  have  been  met. 

WHAT  ARE  THE  DISADVANTAGES  TO  PRIVATIZATION? 

Privatization  is  not  a  panacea.  Our  private  partners  ,  are 
faced  with  many  of  the  same  problems  and  issues  that  exist!'  for 
governmental  offices.  Privatization  itself  also  brings  new 
issues  and  considerations  for  state  government.  The  decision  to 
privatize  should  not  be  made  hastily  or  without  proper  planning. 

With  privatization,  the  State  will  lose  direct  control  and 
in  depth  insight  of  the  local  office  operations  yet  retain  all 
the  responsibility  and  liability.  This  loss  can  be  minimized  by 
proper  management  and  review  controls  and  a  strong  contract. 
Nevertheless,  some  loss  of  control  and  knowledge  will  occur. 

There  will  be  contract  disputes  and  potential  lawsuits  to 
contend  with.  Since  the  program  is  already  subject  to  lawsuits 
by  Legal  Aid  on  behalf  of  dissatisfied  customers,  adding  another 
potential  source  of  conflict  is  not  desirous. 

There  are  issues  to  resolve  concerning  the  impact  of 
privatization  on  state  or  local  government  employees.   They  may 
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be  displaced  as  a  result  of  privatization.  Generally  the  private 
contractor  will  offer  employment  to  the  experienced  child  support 
staff  but  this  is  not  a  guirantee.  In  states  with  active 
employee  unions  this  can  be  a  difficult  obstacle  to  overcome. 

Disruption  in  service  delivery  every  five  years  as  contracts 
are  rebid  will  negatively  impact  performance. 

Loss  of  governmental  expertise  in  the  local  delivery  of 
services  will  be  a  severe  problem  if  entire  states  are 
privatized.  This  will  hamper  states'  ability  to  provide  proper 
oversight  and  to  recognize  areas  needing  improvement.  It  is 
important  for  states  to  continue  to  operate  one  or  more  local 
offices  so  that  expertise  and  unbiased  opinions  are  available  to 
the  central  policy  making  office  in  the  implementation  of  new 
procedures,  policies  and  laws. 

Additional  revenues  may  be  necessary  at  the  state  office 
level  to  properly  manage  the  private  contracts.  Preparing  the 
Request  for  Proposals,  evaluating  bids  and  managing  the  contracts 
add  new  responsibilities  and  costs.  Sound  management  is  critical 
to  the  success,  of  privatization. 

Privatization  can  result  in  the  loss  of  the  program's 
visibility  as  a  governmental  service.  Since  child  support  is  one 
of  few  governmental  programs  that  almost  consistently  receives 
positive  public  attention  and  press,  we  need  to  ensure  that  the 
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public  is  aware  that  child  support  services  are  provided  by  the 
government  and  that  we  are  accountable  and  responsible. 

WHAT  IS  NEEDED  TO   IMPROVE  THE  CHILD ,  SUPPORT  PROGRAM  AND  ENCOURAGE 
INNOVATIONS  SUCH  AS  PRIVATIZATION?\ 

Congress  has,  since  the  inception  of  the  Title  IV-D  program, 
continued  to  enact  legislation  that  has  improved  the  program  and 
given  states  increased  ability  to  enforce  the  payment  of  child 
support.  The  funding  structure  and  administrative  flexibility 
have  enabled  states  to  be  innovative  in  many  areas  without 
pursuing  waivers  or  risking  fiscal  sanctions.  As  states  find 
more  creative  ways  of  getting  the  job  done,  there  are  actions 
that  Congress  can  take  to  encourage  and  promote  privatization  and 
improve  the  provision  of  services  by  the  public  and  private 
sectors . 

Revise   the  Audit   Process . 

The  federal  audit  process  should  be  results  oriented, 
not  process  or  procedure  oriented.  Just  as  Tennessee 
compensates  the  private  sector  for  results  only,  the  federal 
government  should  audit  on  results.  The  necessity  of 
tracking  and  measuring  processes  takes  time  away  from  the 
real  goals  of  establishing  paternity,  establishing  orders 
and  collecting  support. 
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Access   to  Information . 

All  state  child  support  agencies  and  their  contractual 
partners  who  operate  full  service  local  offices  should  be 
allowed  access  to  information  necessary  to  perform  all 
required  child  support  enforcement  activities.  Both  the 
Internal  Revenue  Service  and  the  Department  of  Labor 
(through  the  state  Employment  Security  Office)  have  recently 
taken  positions  in  opposition  to  allowing  private 
contractors  access  to  relevant  data.  Even  though  both 
agencies  allow  disclosure  of  relevant  data  to  local  child 
support  agencies  operating  under  Title  IV-D  of  the  Social 
Security  Act,  they  take  the  position  that  this  does  not 
apply  to  private  contractors.  Privatization  efforts  will  be 
greatly  impaired  if  these  sources  cannot  be  utilized  by 
private  contract  employees  to  obtain  locate  and  asset 
information,  employment  and  wage  data,  or  utilize  the  tax 
intercept  or  unemployment  benefit  intercept  programs.  The 
requirement  for  confidentiality  of  all  information  is  part 
of  our  contractual  relationship.  We  believe  private 
contractors  are  probably  even  more  conscientious  than  public 
employees  about  confidentiality  as  they  understand  that  a 
breach  of  security  by  an  employee  could  jeopardize  the 
entire  contract.  We  request  and  encourage  Congress  to  make 
necessary  amendments  to  the  applicable  codes  to  expressly 
allow  such  access  for  the  purpose  of  child  support 
enforcement. 
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The  custodial  parent  receives  more  child  support  and  less 
AFDC  grant  rather  than  the  reverse  which  is  true  today  and 
the  noncustodial  parent  can  see  that  the  support  is  going  to 
his/her  children  for  their  benefit  rather  than  to  a 
governmental  agency. 

The  distribution  of  child  support  arrearage  collections 
should  be  left  to  the  option  of  the  state.  Some  states 
prefer  that  arrears  collections  first  be  applied  to  the  pre 
or  post  AFDC  period  and  sent  to  the  family  with  the  state 
not  receiving  reimbursement  for  the  AFDC  receipt  period 
until  the  family's  arrears  are  satisfied.  This  distribution 
hierarchy  would  put  more  money  in  the  hands  of  families  and 
possibly  enable  them  to  achieve  self  sufficiency  much 
earlier.  Other  states,  however,  are  dependent  on  the 
revenue  generated  from  the  reimbursement  of  AFDC  from 
arrears  collections  and  utilize  this  money  as  a  reinvestment 
in  the  child  support  program  for  the  ultimate  benefit  of 
all.  Tennessee  utilizes  the  AFDC  reimbursement  together 
with  federal  incentive  funds  to  pay  for  privatization.  We 
urge  Congress  to  look  at  simplification  and  state 
flexibility  in  this  area. 

Stronger  Laws. 

We  encourage  passage  of  legislation  to  revoke  drivers' 
and  professional  licenses  for  non  payment  of  child  support, 
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STATEMENT  OF  MR.  DOCTOR  R.  GRANTS,  CHIEF  EXECUTIVE 
OFFICER,  CORRECTIONS  CORPORATION  OF  AMERICA 

Mr.  Grants.  Mr.  Chairman,  Senator,  prior  to  1984  when  CCA 
was  formed  there  were  no  privately  managed,  secure  adult  correc- 
tional facilities  in  the  United  States  or  elsewhere.  In  the  United 
States,  for  example,  private  firms  are  now  responsible  for  the  full- 
scsde  management  of  county  jails.  State  and  Federal  prisons,  and 
secure  detention  facilities  being  operated  for  the  benefit  of  both  the 
Immigration  and  Naturalization  Service  and  the  U.S.  Marshals 
Service. 

Further,  male  and  female  prisoners  housed  in  private  facilities 
cover  the  full  range  of  security  classifications,  including  maximum 
security. 

We  sell  our  services  by  agreeing  to  provide  a  quality  service  for 
less  money  than  government  is  presently  spending.  During  a  dec- 
ade of  personal  experience  I  have  yet  to  encounter  a  single  unit  of 
government  willing  to  contract  without  having  first  been  assured  of 
cost  savings.  Indeed,  it  is  not  uncommon  to  see  tangible  evidence 
of  cost  savings  being  cast  as  a  statutory  precondition  for  contract 
awards. 

In  short,  the  real  question  is  how  great  the  cost  savings  are  like- 
ly to  be  rather  than  whether  there  will  be  any  cost  savings  at  all. 
Fortunately  there  is  a  growing  body  of  sound  evidence  regarding 
the  magnitude  of  the  possible  cost  savings.  Recent  documentation 
of  cost  savings  comes  from  Florida.  During  its  special  legislative 
session  in  1993  the  Florida  Legislature  enacted  what  is  now  Chap- 
ter 957  of  the  Florida  statutes. 

New  law  provides  for  the  creation  of  the  Florida  Correctional  Pri- 
vatization Commission  and  provided  for  the  private  design,  finance, 
construction,  and  management  of  two  750-bed  medium  security 
prisons.  The  Florida  statute-required  cost  proposals  submitted  by 
private  management  firms  to  yield  cost  savings  of  at  least  7  per- 
cent as  a  precondition  to  any  contract  award. 

A  request  for  proposals  was  released  in  December  of  1993.  Eight 
different  management  firms  submitted  a  total  of  12  proposals.  All 
12  proposals  contained  legally  binding  commitments  of  cost  savings 
that  met  or  exceeded  the  7  percent  requirement.  Two  firms  were 
selected  at  the  end  of  the  competitive  process:  Corrections  Corpora- 
tion of  America  and  another  company. 

Our  costs,  including  debt  service,  averaged  $47.01  per  inmate  per 
day.  The  comparable  cost  for  the  Florida  Department  of  Corrections 
was  $52.40.  Accordingly,  privatization  will  allow  Florida  annual 
cost  savings  of  10.3  percent. 

Quality  service.  While  quality  prison  operations  are  difficult  to 
assess,  significant  evidence  now  exists  regarding  the  quality  issue. 
One  such  indicator  comes  from  the  growing  body  of  research  that 
has  examined  the  quality  of  privately  provided  correctional  serv- 
ices. Certainly  the  most  sophisticated  of  these  reports  was  pub- 
lished recently  by  Charles  H.  Logan  on  behalf  of  the  United  States 
Department  of  Justice. 

Based  on  data  from  institutional  records  and  modified  versions 
of  the  Prison  Social  Climate  Survey  developed  by  the  Federal  Bu- 
reau of  Prisons,  Logan  gathered  detailed  data  on  the  quality  of  con- 
finement in  CCA's  New  Mexico  Women's  Correctional  Facility,  the 
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State-run  Western  New  Mexico  Correctional  Facility,  and  the  Fed- 
eral Correctional  Institute  in  Alderson,  West  Virginia.  The  study 
included  333  empirical  indicators  designed  to  measure  eight  dif- 
ferent aspects  of  quality  of  confinement. 

His  overall  conclusion  was  simply  summarized:  Private  prisons 
outperformed  State  and  Federal  prisons,  often  by  quite  substantial 
margins,  across  nearly  all  dimensions. 

Other  significant  advantages.  While  cost  savings  and  quality 
service  have  been  the  primary  concerns  of  government  over  the  last 
decade,  recently  some  jurisdictions  have  focused  on  the  fact  that 
CCA  is  a  taxpayer  and  publicly  operated  facilities  are  not. 

In  1994  CCA  paid  $1,466,000  in  local  property  taxes,  nearly  $2 
million  in  State  and  local  sales  taxes,  and  $2  million  more  in  Fed- 
eral income  taxes.  Our  total  tax  payments  in  1994  will  exceed  $10 
million. 

In  short,  we  provide  cost  savings,  quality  service,  and  a  new  sta- 
ble source  of  revenue  to  support  government. 

With  contract  awards  already  in  place  for  88  secure  adult  facili- 
ties that  in  the  aggregate  will  provide  prisoner  housing  space  for 
49,154  prisoners,  it  seems  clear  correctional  privatization  has  made 
the  transition  from  its  original  status  as  a  potentially  interesting 
experiment  to  an  alternative  whose  merit  has  been  proven  over  and 
over  again. 

Indeed,  as  an  industry  we  have  developed  to  the  point  that  gov- 
ernment should  feel  an  obligation  to  consider  private  prison  man- 
agement. As  a  matter  of  public  policy,  the  decision  to  contract  or 
to  refrain  from  contracting  should  be  nothing  more  nor  less  than 
the  result  of  a  fair  comparison  of  available  public  and  private  alter- 
natives. 

Such  a  decision-making  process  protects  the  public  interest  by 
providing  a  reasonable,  objective  assurance  that  government  is  ob- 
taining the  best  possible  service  at  the  lowest  possible  cost.  Thank 
you. 

Chairman  DOMENICI.  Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Crants  follows:] 
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Testimony  of  Doctor  R.  Grants 

before  the 

United  States  Senate 

Committee  on  the  Budget 

March  25,  1995 


Prior  to  January  1983,  when  CCA  was  formed,  there  were  no  privately 
managed  secure  adult  correctional  facilities  in  the  United  States  or  elsewhere. 
Since  then  the  involvement  of  the  private  sector  in  corrections  has  changed 
dramatically.  Today  contracts  are  in  place  for  80  such  facilities  in  the  United 
States,  4  in  Australia,  and  4  in  Great  Britain.  The  aggregate  rated  capacity  of 
these  88  facilities  is  49,154,'  and  a  profile  of  them  would  mirror  the  diversity  one 
finds  in  public  facilities.  In  the  United  States,  for  example,  private  firms  are  now 
responsible  for  the  full-scale  management  of  county  jails,  state  and  federal  prisons, 
and  secure  detention  facilities  being  operated  for  the  benefit  of  both  the 
Immigration  and  Naturalization  Service  and  the  U.S.  Marshals  Service.  Further, 
male  and  female  prisoners  housed  in  private  facilities  cover  the  full  range  of 
security  classifications— including  maximum  security. 

As  Figure  1  points  out,  the  private  prison  industry  has  experienced 
substantial  growth  over  the  last  ten  years.  This  despite  the  obstacles  raised  by 
those  who  distrust  the  fi-ee  enterprise  system  or  otherwise  steadfastly  embrace  the 


'Charles  W.  Thomas.  Private  Adult  Correctional  Facility  Census,  8th  Edition.  Gainesville,  Florida: 
Private  Corrections  Project,  University  of  Florida  (March  1,  1995).  Based  on  data  obtained  via  telephone 
interviews  with  executives  of  all  private  corrections  management  flnns,  contracting  agencies,  and  such 
other  sources  as  public  documents  filed  with  the  Securities  and  Exchange  Commission,  the  Private  Adult 
Correctional  Facility  Census  is  published  by  the  Private  Corrections  Project  at  the  University  of  Florida  in 
January  and  July.  It  is  generally  accepted  by  government  agencies  and  the  firms  which  comprise  the 
private  corrections  industry  as  the  only  comprehensive  and  authoritative  source  of  information  about  the 
present  status  of  management  contract  awards.  Its  scope  is  international.  Much  of  the  detail  regarding  the 
industry  contained  in  this  testimony  was  extracted  from  Mr.  Thomas'  report 
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status  quo.  The  sheer  magnitude  of  the  growth  in  the  number  of  private  prisons  is 
evidence  that  political  leaders  across  the  nation  (Figure  2)  have  decided  that  we 
represent  a  cost  effective  alternative  for  providing  bed  space  for  violent,  repeat 
offenders. 
COST  SAVINGS: 

We  sell  our  services  by  agreeing  to  provide  a  quality  service  for  less  money 
than  government  is  presently  spending.  During  a  decade  of  personal  experience,  I 

have  yet  to  encounter  a  single  unit  of  government  that  was  willing  to  contract 

I 
without  having  first  been  assured  of  cost  savings.   Indeed,  it  is  not  uncommon  to 

see  tangible  evidence  of  cost  savings  being  cast  as  a  statutory  precondition  for 

contract  awards.  Frankly,  since  the  private  sector  is  not  obliged  to  comply  with  a 

broad  array  of  costly  bureaucratic  requirements,   particularly  in  the  area  of 

procurement  of  goods  and  services,  most  citizens  would  accept  without  comment 

the  proposition  that  private  enterprise  could  deliver  the  service  with  at  least  some 

cost  savings.  In  short,  the  real  question  is  how  great  the  cost  savings  are  likely  to 

be  rather  than  whether  there  will  be  any  cost  savings  at  all.  Fortunately,  there  is  a 

growing  body  of  sound  evidence  regarding  the  magnitude  of  the  possible  cost 

savings. 

The  first  study  was  conducted  by  Charles  H.  Logan  and  Bill  W.  McGriff 

and  published  by  the  National  Institute  of  Justice  (enclosed).   Logan  and  McGriff 

compared  the  actual  contract  cost  paid  to  the  Corrections  Corporation  of  America 

for  operating  the  350-bed  Hamilton  County  Penal  Farm  located  near  Chattanooga, 

Tennessee  with  estimates  of  what  Hamilton  County  would  have  paid  had  it 
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continued  to  operate  the  facility  itself.  The  estimates  were  based  on  actual 
expenditures  plus  annual  employee  salary  increases  equal  to  those  actually  received 
by  Hamilton  County  employees  and  non-salaiy  increases  equal  to  inflation  as 
measured  by  the  Consumer  Price  Index.  Logan  and  McGrifif  concluded  that 
Hamilton  County  realized  an  average  annual  operating  cost  savings  of  S.37  percent 
by  contracting  with  CCA. 

The  second  study  deserving  attention  was  published  by  the  Texas  Sunset 
Advisory  Commission  in  1991  and  was  designed  to  determine  whether  contracts 
awarded  to  the  Corrections  Corporation  of  America  and  to  the  Wackenhut 
Corrections  Corporation  by  the  Texas  Department  of  Criminal  Justice  in  1988  had 
achieved  the  10  percent  cost  savings  required  by  applicable  Texas  law.  The  cost 
methodology  called  for  the  Sunset  Advisory  Commission  to  determine  what  the 
cost  to  Texas  would  have  been  in  1990  had  the  prisons  been  operated  by  the  TDCJ 
and  to  compare  that  estimate  with  the  actual  payments  made  to  CCA  and  WCC. 
The  results  reveal  an  average  estimated  cost  for  public  operation  of  the  facilities  of 
$42.92  and  an  actual  payment  to  CCA  of  $36.76.  The  resulting  savings  of  $6.16 
per  prisoner  per  day  yields  an  estimated  cost  savings  of  14.35  percent. 

Another  more  recent  documentation  of  cost  savings  comes  from  Florida. 
During  its  special  legislative  session  in  1993,  the  Florida  Legislature  enacted  what 
is  now  Chapter  957  of  the  Florida  Statutes.  The  new  law  provided  for  the  creation 
of  the  Florida  Correctional  Privatization  Commission  and  imposed  an  obligation  on 
the  Commission  to  release  a  request  for  proposals  providing  for  the  private  design, 
financing,  construction,  and  management  of  two  750-bed  medium  security  prisons. 
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To  assure  the  desired  cost  savings.  Chapter  957  required  the  Florida  Auditor 
General  to  determine  the  total  cost  Florida  would  incur  for  the  design, 
construction,  and  operation  of  comparable  state  facilities.  The  statute  required 
that  cost  proposals  submitted  by  private  management  firms  yield  cost  savings  of  no 
less  than  7  percent  as  a  precondition  to  any  contract  award. 

A   request    for   proposals   was   released   by   the   Florida    Correctional 
Privatization  Commission  in  December,  1993.  Eight  management  firms  submitted 

a  total  of  twelve  proposals.     All  twelve  proposals  contained  legally  binding 

i 
commitments  of  cost  savings  that  met  or  exceeded  the  7  percent  requirement. 

Two  firms  were  selected  at  the  end  of  the  competitive  process:     Corrections 

Corporation  of  America  and  Wackenhut  Corrections  Corporation.   The  CCA  and 

WCC  costs,  including  debt  service  obligations  associated  with  facility  construction, 

averaged  $47.01  per  inmate  per  day.     The  comparable  cost  for  the  Florida 

Department  of  Corrections  was  $52.40.     Accordingly,  privatization  will  allow 

Florida  to  save  $5.39  per  prisoner  per  day  or  annual  cost  savings  of  10.3%. 

Today  no  informed  critic  of  privatization  contends  that  contracting  will  not 

save  money.  Instead,  they  advance  the  "you  get  what  you  pay  for"  argument  and 

allege  that  discounted  prices  will  necessarily  yield  substandard  services.    If  this 

claim  were  valid,  then  privatization  would  fall  into  the  category  of  "penny  wise  but 

pound  foolish."  The  available  evidence  regarding  the  quality  of  services  provided 

by  private  corrections  management  firms  thus  deserves  serious  consideration. 


719 
QUALITY  SERVICE: 

While  quality  prison  operations  are  difficult  to  assess,  significant  evidence 
now  exists  regarding  the  quality  issuc.^  This  evidence  uniformly  supports  a 
conclusion  that  efiforts  to  achieve  cost  savings  by  contracting  do  not  undermine  the 
goal  of  providing  high  caliber  correctional  services.  There  are  at  least  four  types 
of  evidence.  ^/ 

The  first  indicator  is  as  broad  as  it  is  pragmatic.  It  evaluates  quality  by 
measuring  the  willingness  of  contracting  units  of  government  to  renew  existing 
contracts.  The  hypothesis  is  that  contracts  would  be  terminated  for  cause  or  not 
renewed  if  government  were  dissatisfied  with  either  the  cost  savings  or  the  caliber 
of  the  services  being  provided. 

Evaluated  in  this  manner,  it  appears  that  the  satisfaction  of  government  is 
considerable.  A  review  of  contracts  awarded  for  the  management  of  secure  adult 
facilities  reveals  the  closing  of  only  one  facility  in  ten  years  for  reasons  related  to 
inadequate  contract  performance  and  one  contract  shifted  fi-cm  one  private 
management  firm  to  another  for  roughly  comparable  reasons.  Neither  of  the 
management  firms  involved  in  these  situations  are  presently  involved  in  the 
management  of  adult  correctional  facilities.  Thus,  the  best  available  data  fail  to 
reveal  a  single  contract  awarded  to  any  firm  now  a  part  of  the  private  corrections  _ 


^The  shifting  focus  of  the  privatization  debate  urged  by  privatization  critics  is  troublesome  to  many.  In  the 
early  1980's  critics  predicted  that  neither  government  nor  prisoners  would  tolerate  fidl-scale  management  of 
secure  facilities  by  management  firms.  When  history  proved  them  to  be  >wong,  they  restated  their  position 
and  predicted  that  contracting  would  yield  no  meaningful  cost  savings.  When  history'  proved  them  to  be 
wrong,  they  again  restated  their  position  and  predicted  that  contracting  would  necessarily  yield  substandard 
correctional  services.  The  evidence  about  to  be  reviewed  in  the  body  of  the  text  proved  them  to  be  wrong 
yet  another  time.  Today  one  encoimters  further  changes  in  the  critique  of  privratization  involving 
predictions  that  a  sufliciently  long-term  assessment  of  contract  performance  will  evcntoally  yield  negative 
results.  In  short,  our  critics  have  been  reduced  to  predicting  the  "bad  news  is  just  over  the  horizon.' 
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industry  that  has  been  terminated  or  not  renewed  for  reasons  related  to  the  caliber 
of  contract  performance. 

The  second  indicator  is  similarly  broad  and  equally  pragmatic.  It  focuses 
on  litigation  experience  of  the  private  corrections  management  firms.  A  recent  and 
reasonably  careful  review  of  the  circumstances  of  all  privately  managed  jails  and 
prisons  in  the  United  States  fails  to  reveal  a  single  facility  that  is  operating  under  a 
consent  decree  or  court  order  as  a  consequence  of  suits  brought  against  it  by 
prisoner  plaintiffs.  When  one  recognizes  that  roughly  three-quarters  of  all  publicly 
operated  systems  have  major  facilities  or  their  entire  systems  operating  under 
consent  decrees  or  court  orders,  the  fact  that  private  facilities  remain  unblemished 
by  successful  prisoner  suits  is  extraordinary. 

The  third  indicator  is  based  on  independent  assessments  of  compliance  with 
the  standards  of  the  Commission  on  Accreditation  for  Corrections  of  the  American 
Correctional  Association.  To  be  sure,  the  correlation  between  accreditation  status 
and  caliber  of  services  provided  is  imperfect.  However,  there  is  much  to  be  said  in 
favor  of  those  correctional  facilities  that  are  willing  to  shoulder  the  substantial 
burdens  associated  with  seeking  accreditation  and  that  are  willing  to  accept  the 
risks  associated  with  independent  professional  assessments  by  ACA  audit  teams. 
Thus,  it  is  significant  that  private  firms  have  walked  successfully  down  the 
accreditation  path  far,  far  more  often  than  have  their  public  sector  counterparts. 

The  final  indicator  comes  fi"om  the  growing  body  of  research  that  has 
examined  the  quality  of  privately  provided  correctional  services.  Certainly  the 
most  sophisticated  of  these  reports  is  one  published  recently  by  Charles  H.  Logan 
(enclosed).  Based  on  data  fi-om  institutional  records  and  modified  versions  of  the 
Prison  Social  Climate  Survey  developed  by  the  Federal  Bureau  of  Prisons,  Logan 
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gathered  detailed  data  on  the  quality  of  confinement  in  CCA's  New  Mexico 
Women's  Correctional  Facility,  the  state  nm  Western  New  Mexico  Correctional 
Facility,  and  the  Federal  Correctional  Institution  in  Alderson,  West  Virginia.  The 
study  included  333  empirical  indicators  designed  to  measure  eight  dlfierent  aspects 
of  the  quality  of  confinement.  His  overall  conclusion  was  simply  sunmiarized: 
"The  private  prison  outperformed  the  state  and  federal  prisons,  often  by  quite 
substantial  margins,  across  nearly  all  dimensions." 

In  summary,  the  available  evidence  provides  support  for  the  hypothesis  that 
private  management  of  correctional  facilities  provides  government  with  a  very  high 
overall  quality  of  service. 
OTHER  SIGNinCANT  ADVANTAGES: 

While  cost  savings  and  quality  service  have  been  the  primary  concerns  of 
government  over  the  last  decade,  recently  some  jurisdictions  have  focused  on  the 
fact  that  CCA  is  a  taxpayer  and  publicly  operated  facilities  are  not.  In  1994,  CCA 
paid  $1,466,000  in  local  property  taxes,  nearly  $2  million  in  state  and  local  sales 
taxes,  and  $2  million  more  in  federal  income  taxes.  Our  total  tax  payments  in  1995 
will  exceed  $10  million.  In  short,  we  provide  cost  savings,  quality  service  and  a 
new,  stable  source  of  revenue  to  support  government.  Beyond  this,  our  tax  pajdng 
status  helps  us  more  readily  overcome  the  resistance  of  the  "Not  in  my  Backyard" 
movement  and  generates  community  support  for  a  new  prison. 
CREATIVE  INITIATIVES: 

In  your  letter  inviting  CCA  to  appear,  you  asked  that  we  recommend  other 
initiatives  that  could  potentially  produce  cost  savings  for  government.  We 
respectfully  oflfer  two: 
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1)  privatize  prisoner  transportation  -  we  believe  that  more  than  $1 
billion  a  year  is  spent  by  federal,  state  and  local  governments  moving  prisoners 
between  jurisdictions.  It  is  our  experience  that  we  are  generating  cost  savings  in 
the  range  of  60%  by  transporting  prisoners  for  our  customers.  More  importantly, 
our  eflforts  allow  police  oflBcers  to  remain  on  the  streets  in  their  communities  rather 
than  spend  valuable  time  driving  or  flying  cross-country  to  pick  up  prisoners.  We 
know  departments  where  fiilly  40%  of  the  staff  is  routinely  off  the  streets  on 
prisoner  transport  assignments.  This  single  initiative  could  put  thousands  of  police 
oflBcers  back  on  our  streets.  1 

2)  solicit  private  solutions  to  the  Lorton  question  -  using  the  private 
prison  industry  to  finance  and  operate  replacement  facilities  for  Lorton  would 
reduce  government's  capital  requirements  and  generate  operating  savings.  We  are 
up  to  the  task.  CCA  has  four  years  of  highly  successful  experience  housing 
Washington,  D.C.  medium  security  iimiates. 

CONCLUSION: 

With  contract  awards  already  in  place  for  88  secure  adult  facilities  that  in 
the  aggregate  will  provide  prisoner  housing  space  for  49,154  prisoners,  it  seems 
clear  that  correctional  privatization  has  made  the  transition  fi'om  its  original  status 
as  a  potentially  interesting  experiment  to  an  alternative  whose  merit  has  been 
proven  over  and  over  again.  Indeed,  as  an  industry  we  have  developed  to  the 
point  that  govenmient  should  feel  an  obligation  to  consider  private  prison 
management.  As  a  matter  of  public  policy,  the  decision  to  contract  or  to  refi^ain 
fi-om  contracting  should  be  nothing  more  nor  less  than  the  result  of  a  fair 
comparison  of  available  public  and  private  alternatives.  Such  a  decision-making 
process  protects  the  public  interest  by  providing  a  reasonable,  objective  assurance 
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that  government  is  obtaining  the  best  possible  service  at  the  lowest  posdble  cost. 
Whether  the  service  provider  is  a  public  agency  or  a  private  firm  seems 
fimdamentally  irrelevant. 


Figure  I:  Ten-Year  Growth  in  Rated  Capacity  ef  Private  Secure  Adult  Correctional 
Facilities* 


1985  1986  1987  1988  1989  1990  1991  1992  I99J  1994 
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Chairman  DOMENICI.  Senator  Frist? 

Senator  Frist.  Thank  you,  Mr.  Chairman.  Thank  you,  all  of  the 
witnesses,  for  their  excellent  testimony. 

Mr.  Guthrie,  the  whole  concept  of  contracting  out  an  education, 
I  take  it,  is  a  new  one.  Has  it  been  tried?  And  what  pieces  of  the 
education  picture  have  demonstrated  success  or  failures?  Or  is  it 
still  presently  a  concept  that  has  not  been  tried? 

Mr.  Guthrie.  It  has  been  tried.  And  there  is  a  decade-long  his- 
tory in  small  components.  School  districts  for  a  long  time  have  con- 
tracted out  for  transportation  or  for  food  service  or  for  custodial  or 
maintenance  activities.  That  is  old  hat  and  not  newsworthy. 

Recently  a  school  district  has  begun  to  experiment  more  widely 
by  offering  private  providers  the  opportunity,  for  example,  to  come 
into  a  high  school  and  provide  guidance  and  counseling  service  for 
a  fixed  amount  in  exchange  for  specific  services.  Other  providers 
are  offering  math  instruction  in  elementary  schools.  Others  are  of- 
fering after-school  tutorial  programs. 

What  captures  the  headlines,  regrettably,  are  activities  such  as 
in  Baltimore  where  a  not-very-  thoughtful  series  of  arrangements 
has  taken  place  where  the  school  board  has  insufficiently  specified 
the  expectations,  and  a  provider,  apparently  with  a  greater  eye  to- 
ward increases  in  the  share  of  stock  of  the  company  than  providing 
education  to  students — the  contractor  at  best  appears  to  have  pro- 
vided a  controversial  service. 

The  model  I  would  like  to  put  forth.  Senator,  is  the  one  that  I 
believe  is  most  hopeful,  is  public  school  alternatives  right  here  in 
Nashville  which  is  contracting  with  the  Wilkinsburg,  PA,  school 
district  along  the  lines  that  I  think  are  absolutely  appropriate,  with 
the  heavy  engagement  of  the  school  board  in  the  specification  of  in- 
tended outcomes,  a  careful  planning  period,  and  a  deep  commit- 
ment on  the  part  of  providers. 

So,  Senator,  it  is  an  idea  that  in  part  has  been  tried.  In  part  it 
is  being  experimented  with,  an  idea  which,  in  my  judgment,  is  wor- 
thy of  substantially  expanded  experimentation. 

Senator  Frist.  Thank  you.  Ms.  McClaran,  in  your  written  testi- 
mony as  well  as  your  presentation  you  gave  an  impressive  statistic 
that  there  has  been  a  44  percent  increase  in  child  support  collec- 
tions in  the  first  year  of  privatization.  That  is  an  impressive  statis- 
tic. As  you  well  know,  the  entire  welfare  debate  is  ongoing  in  a 
very  aggressive  way  today  in  the  United  States  Congress.  Most 
people  are  recognizing  that  we  spent  $5  trillion  on  a  program  not 
anything  like  what — that  has  not  had  the  results  we  would  like 
overall. 

You  have  also  beautifully  described  the  inter-relationship  in  your 

f>rivatization  effort,  the  success  that  you  have  had,  and  how  it  re- 
ates  to  the  other  types  of  welfare  programs.  That  is  hard  to  meas- 
ure in  terms  of  that  outcome,  but  it  is  clearly  there.  I  appreciate 
you  painting  that  picture. 

Do  you  see  us  being  able  to  apply  that  privatization  more  broadly 
in  the  Welfare  System?  You  have  experience  with  it.  You  said  you 
have  expanded  it  to  new  counties.  Can  we  expand  that  further? 

Ms.  McClaran.  I  think  it  is  definitelv  possible  to  expsmd  that 
further.  Other  welfare  programs  obviously  are  different  than  child 
support  in  that  they  do  pay  out  money,  whereas  child  support,  the 
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end  result  is  collect  money  and  see  that  it  gets  in  the  hands  of  the 
appropriate  person. 

So  we  are  more  closely  related  to  things  that  happen  already  in 
the  private  sector  such  as  bill  collection  and  financial  accounting. 
But  I  do  believe  in  operations  of  the  Food  Stamp  Program,  the 
AFDC  Program,  and,  as  we  have  heard  today,  obviously  the  Medic- 
£iid  Programs,  there  are  opportunities  for  privatization. 

I  do  think  it  probably  will  require  a  lot  more  in-depth  analysis 
first,  of  what  are  the  appropriate  pieces,  and  perhaps  one  function 
at  a  time  rather  than  the  entire  service  delivery  method,  as  we 
jumped  into,  into  the  entire  service  delivery. 

Senator  Frist.  I  think  you  made  a  very  important  point  for  us 
today  in  that  this  program  actually  costs  you  a  little  bit  more  to 
privatize. 

Ms.  McClaran.  Yes. 

Senator  Frist.  So  much  of  what  you  hear  about  privatization, 
you  save  money,  et  cetera.  Our  argument  is  it  may  cost  a  little  bit 
more,  but  quality,  outcome,  outreach  results  are  so  much  more  effi- 
cient that  privatization  has  paid  off. 

Ms.  McClaran.  Yes. 

Senator  Frist.  I  think  that  is  a  very  important  point. 

Finally,  Mr.  Grants,  clearly  the  area  of  correction  agencies 
privatizing  is  a  good  story.  Could  you  put  that  in  larger  perspec- 
tive? Eighty-eight  facilities,  there  is  tremendous  growth.  How  many 
people  are  in  the  business  of  privatizing  facilities? 

Mr.  Crants.  Today  there  are  19  different  companies  in  the  busi- 
ness, Senator,  Four  or  five  of  those  companies  have  a  national  per- 
spective. Beyond  that,  as  you  know,  there  are  about  1.5  million 
people  in  the  United  States  in  either  prisons  or  jails,  State,  Federal 
or  county  jails.  Of  that,  approximately  50,000  are  in  private  facili- 
ties. So  you  are  talking  about  a  number  that  is  like  3  percent  of 
the  total. 

Senator  Frist.  Three  percent.  And  then  in  a  number  of  other  fa- 
cilities, privatization,  say,  for  health  care  services,  is  that  growing 
in  a  parallel  fashion? 

Mr.  Crants.  Yes,  it  is.  Privatization  of  food  services,  for  instance, 
is  gathering  momentum.  Privatization  of  health  care  within  the 
prison  setting  is  also  growing. 

Senator  Frist.  You  have  argued  in  your  testimony  not  only  is 
there  a  better  quality  in  your  mind  by  the  measures  there,  but  also 
significant  cost  savings? 

Mr.  Crants.  Absolutely. 

Senator  FRIST.  In  a  best  case  and  worst  case  scenario — we  have 
seen  your  charts  provided  in  written  testimony ^  in  terms  of 
growth.  Do  you  think  over  the  next  3  years  there  will  be  a  signifi- 
cant increase  in  the  percentage  of  facilities  that  have  been 
privatized? 

Mr.  Crants.  I  do.  As  jurisdictions  get  positive  experience  with 

f)rivatization,  they  have  a  tendency  to  want  to  expand  it,  to  get  a 
arger  market  share  of  the  existing  use.  As  long  as  the  industry 
continues  to  provide  a  quality  service  and  save  money,  it  ought  to 
grow  rapidly, 

iSeep.  715. 
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Senator  Frist.  Have  there  been  a  number  of  failures  as  well  in 
terms  of  a  facility  privatized  or  managed  under  contract?  It  just 
has  not  worked  out? 

Mr.  Grants.  In  the  12  years  there  has  been  an  industry — there 
have  been  at  least  two  occasions  where — one  occasion  where  the 
customer  decided  it  just  did  not  want  to  continue  to  privatize.  And 
they  just  took  the  facility  back  over. 

And  there  was  one  other  circumstance  where  the  government  de- 
cided that  the  customer  they  had  selected  was  not  the  right  one. 
They  had  privatized  with  the  wrong  group,  and  they  continued  to 
privatize  to  replace  their  vendor. 

Senator  Frist.  Thank  you,  Mr.  Chairman. 

Chairman  DOMENICI.  Mr.  Crants,  let  me  just  ask,  in  terms  of 
where  a  State  or  locality  signs  an  agreement  with,  let  us  say,  your 
company  or  one  of  the  companies  that  you  are  familiar  with,  I  un- 
derstand that  in  some  instances  the  contract  or  agreement  would 
provide  that  you  build  the  facility,  lease  the  facility,  and  provide 
the  service? 

Mr.  Crants.  Yes,  that  is  right. 

Chairman  DOMENICI.  Is  that  standard? 

Mr.  Crants.  Some  jurisdictions  prefer  to  provide  the  capital  nec- 
essary because  they  have  the  credit  worthiness  and  they  believe  it 
makes  sense  for  them  to  own  the  facility  long-term.  Frankly,  our 
view  is  that  to  the  extent  government  has  credit  it  ought  to  be  used 
for  other  higher  priority  services.  So  we  always  agree  to  provide 
capital  for  our  customer  if  they  would  like  us  to  do  it. 

Chairman  DOMENICI.  Now,  one  of  the  purposes  for  doing  this — 
and  we  are  glad  in  your  field  that  it  is  occurring  this  way — is  that 
competition,  even  in  the  field  of  government  services,  is  not  all  that 
bad.  We  do  not  think  of  it  that  way  as  much  as  we  are  going  to 
in  the  future,  in  my  opinion. 

But  let  us  assume  we  sign  an  agreement  with  you  to  build  a  200- 
bed  facility,  and  you  pay  for  it,  and  you  are  providing  an  annual 
agreement  with  terms.  Four  years  into  that  agreement  it  turns  out 
that  the  locality  would  like  to  do  the  work  themselves,  or  do  not 
like  what  you  are  doing.  What  happens  to  the  facility?  Do  you  have 
them  kind  of  by  the  neck  because  you  own  the  facility?  Or  what 
do  you  provide  as  some  approach  to  getting  out  from  under  that? 

Mr.  Crants.  I  think  one  of  the  key  ingredients  to  growing  in  any 
industry  is  to  have  a  broad  array  of  satisfied  customers  who  feel 
good  about  the  quality  of  the  service  you  are  providing.  So  in  the 
event  a  customer  came  to  us  and  said,  "We  would  really  like  to  own 
this  facility;  we  would  feel  better  if  we  owned  it,"  that  actually  hap- 
pened in  the  State  of  Tennessee  in  1991. 

The  State  of  Tennessee  decided  they  would  like  to  purchase 
something  that  we  owned.  And  we  transferred  the  title  to  them  for 
what  it  had  cost  us  to  build  it.  Tennessee  felt  better  about  it.  They 
had  originally  decided  they  did  not  have  the  capital  and  were  not 
interested  in  spending  it  on  a  prison.  But  once  they  had  a  surplus 
generated,  they  were  interested  in  building  the  building,  and  we 
sold  it  to  them. 

Chairman  DOMENICI.  What  you  are  really  saying,  if  the  govern- 
mental unit  is  worried  about  this,  they  can  even  put  in  their  agree- 
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ment,  terms  for  acquisition  under  certain  conditions,  and  obviously 
that  is  negotiable? 

Mr.  Grants.  Absolutely. 

Chairman  DOMENICI.  Did  you  know  that  for  the  first  time  in  his- 
tory the  United  States  government,  in  this  year's  budget,  is  going 
to  provide  for  some  privatization  of  Federal  prisons? 

Mr.  Grants.  I  did,  sir,  and  I  have  to  tell  you  I  am  very  excited 
about  this.  I  think  it  represents  a  terrific  opportunity  to  dem- 
onstrate on  a  broader  scale  the  quality  of  work  we  can  do. 

Ghairman  DOMENICI.  I  believe  it  is  imperative  that,  as  they  pro- 
ceed with  it,  that  companies  like  yours  and  the  others  keep  us  ad- 
vised. My  best  evaluation  at  this  point  is  it  will  be  a  halfhearted 
effort.  I  do  not  know  why  I  say  that  other  than  the  attorney  gen- 
eral testified  the  other  day  she  was  not  sure  there  is  real  savings 
and  they  were  going  to  go  very  slow.  And  she  comes  from  Florida 
where  there  are  some  very  good  successes. 

If  that  is  still  the  situation  I  am  wondering  if  we  are  going  to 
do  it.  It  ought  to  be  tried.  That  is  why  we  are  talking  about  it. 

Mr.  Grants.  Thank  you,  Mr.  Chairman. 

Chairman  Domenici.  Let  me  talk  about  education  just  a  couple 
of  moments,  please.  Are  you  sufficiently  familiar  with  the  array  of 
categorical  grant  programs  and  the  difficulties  that  that  array 
brings  in  terms  of  a  typical  school  board  having  to  administer  pro- 
grams? 

Mr.  Grants.  From  a  number  of  perspectives,  Senator.  I  worked 
in  Washington,  DC  as  special  assistant  to  John  Gardner  when  he 
was  secretary.  Subsequently  when  I  was  professor  at  the  Univer- 
sity of  California  I  served  8  years  on  the  Berkeley  School  Board. 
If  you  would  like  to  examine  my  scars. 

Chairman  DOMENICI.  No,  that  is  fine.  That  is  good.  I  do  not  need 
any  more  than  that.  In  fact,  we  want  to  get  on  with  the  hearing. 

Mr.  Grants.  I  have  seen  it  from  a  number  of  perspectives,  Sen- 
ator. 

Ghairman  Domenici.  I  am  going  to  depart  from  privatization  and 
come  back  to  it  for  a  moment  with  Joyce  and  explain  why  we  are 
interested  in  privatization  for  the  people  that  are  here.  There  are 
now,  in  our  best  estimate,  240  categorical  grant  programs  that  the 
Federal  Government  fiinds  at  one  level  or  another.  And  that  is  al- 
most $33  billion. 

When  the  Department  of  Education  was  formed  in  1980  we  had 
150  categorical  programs,  and  I  think  we  spent  $14  or  $15  billion. 

So  while  many  have  said  education  has  been  cut,  the  truth  of  the 
matter  is  since  1980,  the  infamous  Reagan  years,  it  has  gone  from 
$15  to  $33  billion  and  increased  the  number  from  150  to  240. 

Now,  frankly,  we  are  not  involved  this  year  in  a  huge  effort  to 
reform  the  educational  commitment  of  our  country,  but  it  is  com- 
ing. If  it  is  not  this  year,  it  will  be  next  year. 

Do  you  have  an  opinion,  if  we  were  to  block  grant  into  one  or 
more  than  two  or  three  block  grants,  these  240  programs,  how 
much  do  you  think  the  school  boards  could  deliver  the  same  service 
for?  Ten  percent  less?  Eight  percent  less?  Twenty  percent  less? 
Have  you  written  or  thought  or  debated  that  issue? 

Mr.  Guthrie.  I  have  thought  about  it  a  great  deal  and  have  writ- 
ten something  about  it,  Senator.  The  one  staggering  statistic  about 
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education  this  morning,  Coopers  &  Librand  just  completed  a  com- 
plete analysis  of  New  York  City  school  spending,  $8,000  per  pupil 
on  balance.  When  they  sifted  it  all  out,  about  $2,500  of  that  actu- 
ally reaches  a  classroom.  Much  of  that  is  inefficiency,  a  con- 
sequence of  Federal  and  State — unnecessary  Federal  and  State  reg- 
ulation. 

So  I  am  not  suggesting  50  or  60  percent  reductions  if  Federal 
spending  is  possible,  but  certainly  in  the  order  of  magnitude  of  ten 
is  an  efficiency  that  could  be  evoked. 

One  last  sentence.  Senator,  on  this  dimension:  The  Federal  Gov- 
ernment in  the  last  30  years  has  been  instrumental  in  elevating 
onto  the  agenda  major  educational  problems  about  which  the  Na- 
tion, in  my  judgment,  should  have  a  debate.  But  much  of  the  Fed- 
eral regulation  has  reinforced  a  model  of  education  which  probably 
has  not  been  beneficial  to  students  in  this  Nation. 

Chairman  DOMENICI.  I  do  not  disagree  with  that.  I  brought  this 
subject  up  not  because  this  hearing  has  to  do  with  that  subject,  but 
when  we  have  somebody  who  has  worked  in  this  field  I  thought  we 
would  lay  it  before  you  all  and  the  Tennesseans  who  are  listening. 

You  can  tell,  if  you  spend  over  $300  billion  on  K  through  12  £uid 
your  Federal  Government  spends  $33  billion,  that  we  are  10  per- 
cent of  the  money  solution.  And  yet  I  believe  it  can  be  found  that 
we  derive  far  more  than  10  percent  of  the  curriculum  and  the  spe- 
cifics in  the  classroom.  It  is  in  that  context  one  should  analyze 
whether  that  has  been  good  policy  or  bad  policy — not  for  us,  but  for 
the  kids. 

On  child  support,  do  you  ever  run  into  any  problems  of  the  juris- 
dictional issues  with  our  courts  in  child  support  where  one  State 
will  say,  "I  am  not  going  to  enforce  this;  we  are  going  to  change 
it"? 

Ms.  McClaran.  Definitely.  We  do  have  a  lot  of  State  differences 
among  the  court  systems  from  State  to  State,  and  that  is  one  rea- 
son we  feel  like  the  Federal  Government  does  need  to  retain  both 
a  funding  portion  of  this  program  and  an  oversight  program  to  be 
sure  that  States  have  some  kind  of  uniformity  because  in  the  past 
it  has  been  too  easy  for  non-custodial  parents  to  move  across  State 
lines  to  avoid  payment  of  child  support. 

We  are  to  the  point  where  we  have  pretty  strong  laws.  We  do 
urge  passage  of  UIFSA,  which  is  the  Uniform  Interstate  Family 
Support  Act,  which  has  been  recommended  by  numerous  organiza- 
tions active  in  the  child  enforcement  arena.  But  it  does  make  uni- 
form a  lot  of  State  laws  concerning  interstate  flight. 

Chairman  DOMENICI.  This  panel  is  going  to  be  excused.  I  just 
want  to  say  to  the  people  and  the  public,  the  reason  we  are  talking 
about  privatization  is  because  it  is  obvious  that  our  government  is 
growing.  It  is  growing  not  only  in  dollars  but  in  programs.  And 
clearly  what  we  find  in  our  country,  where  there  is  competition  in- 
stead of  monopolies  you  normally  get  a  better  deal  for  the 
consumer. 

It  does  not  work  on  everything,  but  clearly,  we  have  some  public 
activities  that  we  have  grown  to  understand  to  be  governmental 
only,  and  it  turns  out  they  do  not  have  to  be. 

So  hence,  the  concept  of  why  not  privatize  some  of  the  things  the 
Government  does?  We  are  going  to  look  at  it  as  a  budget  committee 
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so  you  will  all  know.  This  year  there  is  a  major  effort  at  rec- 
ommending privatization — some  sale  of  some  assets,  some  convert- 
ing of  some  Federal  programs  into  private  sector  programs. 

So  we  thought  as  part  of  the  agenda  today  we  ought  to  hear  from 
a  success  story  in  correctional  institutions,  prison  building,  and 
prison  operation,  and  from  you.  Doctor,  who  have  espoused  some 
of  that  in  education,  and  one  of  the  successes  would  be  to  privatize 
the  collection  of  child  support.  There  may  be  others.  That  is  why 
we  had  you  here. 

If  you  will  permit,  we  are  going  to  take  a  5-minute  recess.  We 
will  convene  in  5  minutes. 

[Recess.] 

Chairman  Domenici.  OK.  Our  next  panel.  Panel  No.  Ill,  will  talk 
about  medicaid  reform.  We  will  get  witnesses  to  introduce  them- 
selves shortly.  I  want  to  make  it  clear,  at  least  from  the  standpoint 
of  myself  as  chairman  of  the  Budget  Committee  and  those  who  will 
be  working  in  this  committee,  as  we  try  to  reform  programs  such 
as  medicare,  medicaid,  or  other  entitlement  programs,  our  purpose 
is  not  to  get  rid  of  the  program — quite  the  contrary.  It  is  to  save 
the  program. 

The  way  we  look  at  the  availability  of  resources,  what  are  we 
going  to  have  around  to  be  able  to  keep  and  pay  for,  unless  we  do 
that  and  find  some  way  to  deliver  programs  such  as  medicaid  more 
efficiently,  it  is  obvious  to  me  they  are  not  going  to  be  around  very 
long  because  we  are  not  going  to  be  able  to  pay  for  them.  They  will 
be  so  expensive,  instead  of  having  them  around  they  will  be  termi- 
nated out  of  sheer  necessity  to  preserve  some  kind  of  fiscal  sanity 
for  the  budget  process  of  a  great  nation. 

So  I  hope  we  take  it  in  that  context  that  we  are  trying  to  do  that, 
not  just  cut  but  protect,  preserve,  and  make  sure — and  second,  our 
reason  for  asking  you  questions  today  is  to  learn  from  you  how  we 
might  be  most  fair  in  our  recommendations.  And  everybody  should 
know  the  two  purposes  as  I  have  just  described. 

Why  do  we  not  start  with  each  of  you?  What  is  your  desire  in 
terms  of  who  would  testify  first? 

Mr.  Martins.  I  will. 

Chairman  DOMENici.  You  will  testify  first?  Why  don't  you  pro- 
ceed and  tell  us  who  you  are?  The  other  two  can  identify  them- 
selves when  you  get  ready  to  testify. 

STATEMENT  OF  MANNY  MARTINS,  ASSISTANT  TENNCARE 
COMMISSIONER,  TENNESSEE  DEPARTMENT  OF  FINANCE 
AND  ADMINISTRATION 

Mr.  Martins.  Thank  you,  Mr.  Chairman.  I  am  Manny  Martins, 
director  of  the  TennCare  Program  for  Tennessee.  Chairman  Do- 
menici and  Senator  Frist,  I  very  much  appreciate  you  bringing  the 
Budget  Committee  to  Nashville  to  hear  this  testimony  today.  I 
have  testified  before  Congress  many  times,  but  I  do  not  believe  I 
have  ever  done  so  physically  from  my  home  State,  and  I  appreciate 
that  very  much.  Thank  you  for  doing  that. 

Chairman  Domenici.  Thank  you. 

Mr.  Martins.  Mr.  Chairman,  Senator  Frist,  on  New  Year's  Day 
1994  Tennessee  withdrew  from  the  Medicaid  Program,  and  we  im- 
plemented a  new  innovative  health  care  plan  called  TennCare. 
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TennCare  is  true  health  care  reform.  Not  only  did  TennCare  not 
require  new  taxes  or  increases  in  funds,  but  TennCare  extended 
coverage  beyond  the  medicaid  population  to  440,000  working  poor, 
uninsured  individuals. 

Without  radical  change  in  Tennessee  the  uncontrollable  gprowth 
in  the  cost  of  the  Mediceud  Program  threatened  the  financial  stabil- 
ity of  State  government  and  the  quality  of  Tennessee's  health  care 
delivery  system. 

Chairman  DOMENICI.  Mr.  Martins,  could  I  ask  a  question  here? 
Excuse  me  for  interrupting. 

Mr.  Martins.  Certainly. 

Chairman  DOMENICI.  I  have  now  been  reading  about  and  heard 
today  on  two  occasions  a  description  of  your  program  having  added 
440,000  people  that  were  not  covered  by  medicaid,  in  its  conven- 
tional definition,  from  Washington;  is  that  correct? 

Mr.  Martins.  That  is  correct,  sir. 

Chairman  DOMENICI.  Now,  when  you  put  those  on,  do  you  cover 
them  in  this  system  with  your  money  or  with  Federal  money? 

Mr.  Martins.  We  do  it  with  a  combination  of  Federal  and  State 
money,  using  the  same  essential  matching  ratio  that  existed  before 
the  Medicaid  Program. 

But  I  hasten  to  add,  Senator,  that  it  was  our  belief  that  by  add- 
ing the  uninsured  population  we  could  actually  reduce  the  cost  of 
the  Federal  dollars  coming  into  the  State  over  a  period  of  time,  and 
we  have  done  so,  as  we  will  discuss  a  little  later. 

Simply  maintaining  the  previous  level  of  medicaid  services  we 
believed  would  have  required  tax  increases  of  about  a  half  a  cent 
per  year  on  the  sales  tax  in  Tennessee,  or  would  have  required  sui- 
nual  tax  reductions  and/or  reductions  in  eligibility  or  services  that 
we  believe  were  unacceptable,  while  the  working  poor  in  this  State 
and  many  uninsured  Tennesseans  would  still  have  remained  with- 
out coverage. 

We  determined  that  we  needed  fundamental  reform  to  move 
away  from  this  archaic  system.  In  order  to  implement  TennCare  we 
proceeded  and  asked  the  Health  Care  Financing  Administration  to 
give  us  a  Section  1115  waiver,  1115  of  the  Social  Security  Act.  And 
we  replaced  the  existing  Medicaid  Program  with  the  TennCare  Pro- 
gram. 

Enrollees  in  the  TennCare  Program  choose  between  enrolling  in 
a  preferred  provider  organization  or  a  managed  care  organization, 
and  the  idea  is  to  have  a  primary  care  gatekeeper  as  the  manager 
of  the  individual's  health  care.  All  plans  that  enter  into  agreement 
with  the  State  will  have  to  have  a  gatekeeper  approach,  a  primary 
care  case  management  approach,  by  1996. 

TennCare  services  are  provided  for  HMOs  and  PPOs,  and  the 
benefit  package  is  similar  to  that  benefit  package  that  is  offered  to 
State  employees.  Excluded  from  the  managed  care  components  of 
TennCare  are  long-term  care  services,  nursing  home  services,  and 
medicare  cross-over  pa3rments  which  are  hanmed  essentially  in  the 
same  way  they  have  sdways  been. 

TennCare  is  essentially  a  four-phased  program.  The  first  phase 
of  TennCare  is  focused  on  a  provision  of  medicsd  services  and  epi- 
sodic care  to  the  mentally  ill.  At  the  present  time  we  are  finalizing 
arrangements  to  bring  in  other  populations  into  the  managed  care 
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system.  Those  include  the  severely  and  persistently  mentally  ill, 
which  we  hope  to  have  in  the  plan  within  the  next  2  months.  Fu- 
ture plans  also  require  us  to  bring  in  children  into  the  custody  of 
the  State  as  well  as  bringing  in  services  to  the  developmentally  dis- 
abled populations. 

Managed  care  organizations  will  receive  additional  capitation 
payments  for  serving  these  groups.  And  when  these  populations  in 
Tennessee  are  included  in  the  TennCare  Program,  what  we  will 
have  is  a  consolidation  of  many  State  services  into  a  single 
privatized  system. 

Mr.  Chairman,  Senator  Frist,  after  having  been  in  place  for  a  full 
year,  we  have  evaluated  what  experience  we  have  had  with  the 
TennCare  Program,  and  we  have  seen  some  dramatic  results,  and 
we  have  had  numerous  problems.  The  care  organizations  operating 
in  the  State  of  Tennessee.  Primary  care  access  is  improving;  non- 
emergency room  use  of  emergency  rooms  is  reducing. 

The  number  of  hospital  days  per  thousand  population  reduced. 
As  of  February  1,  1995,  we  had  1,221,000  enroUees  in  TennCare; 
438,000  of  those  would  have  been  people  who  had  no  access,  no  cov- 
erage, to  health  care  a  year  earlier.  That  results  in  approximately 
92  percent  of  Tennessee's  population  having  health  care  insurance. 

Despite  the  numerous  problems  with  the  program  there  are  more 
than  7,000  physicians  currently  participating  in  TennCare.  More 
than  2,500  primary  care  providers  are  contracting  with  managed 
care  organizations  serving  TennCare  enrollees. 

The  financial  savings  resulting  from  TennCare's  implementation 
are  equally  dramatic.  The  increase  in  expenditures  for  medicaid/ 
TennCare  from  State  fiscal  year  1993  to  1994  was  less  than  1  per- 
cent. This  occurred  at  a  program  that  traditionally  grew  at  15  to 
22  percent  a  year. 

It  is  projected  that  in  this  State  fiscal  year  ending  June  30,  1995, 
that  approximately  $1  billion  in  State  and  Federal  funds  will  be 
saved  because  of  TennCare's  implementation.  This  savings  occurs 
while  we  are  still  providing  additional  services  to  the  working  poor 
and  uninsured  in  the  State,  an  additional  440,000  people. 

While  the  program  continues  to  experience  some  problems,  as 
any  program  in  its  infancy  does,  the  success  of  the  program  has 
been  beyond  our  expectations.  In  fact,  a  major  concern  of  this  pro- 
gram has  been  to  attempt  to  assure  the  quality  of  care  to  individ- 
uals not  be  compromised. 

Recent  surveys  conducted  by  the  University  of  Tennessee  Center 
for  Business  and  Economic  Research  indicate  the  quality  of  care 
being  provided  is  at  least  as  good  as  that  previously  provided  by 
the  Medicaid  Program,  and  certainly  standards  that  were  estab- 
lished to  oversee  the  quality  of  this  program  in  conjunction  with 
the  Health  Care  Financing  Administration  are  being  met. 

Mr.  Chairman,  Senator  Frist,  as  Congress  continues  its  discus- 
sion on  proposals  that  would  change  the  basis  of  the  Medicaid  Pro- 
gram, it  is  extremely  important  that  States  like  Tennessee  who 
have  pioneered  health  care  reform  not  be  penalized  financially  or 
otherwise  as  a  result  of  their  efforts. 

It  is  also  extremely  important,  I  believe,  and  responsible,  to  as- 
sure that  as  Congress  discusses  the  various  propossds  and  looks  at 
block  grants  that  several  conditions  be  maintained  in  any  block 
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grant  approach.  Coming  from  a  State  that  has  been  an  innovator 
in  health  care  reform,  I  think  it  is  extremely  important  that  block 
grants  to  States  keep  in  mind  the  fact  that  these  dollars  were 
meant  to  serve  children,  aged,  and  disabled  indigent  individuals, 
and  that  that  be  continued  in  any  form  of  block  grant  to  the  State, 
and  to  the  extent  possible,  the  block  grants  to  the  States  allow  the 
expansion  into  an  an  uninsurable  population. 

I  believe  it  is  important  that  the  population  be  covered.  I  believe 
it  is  important  that  States  also  be  required  to  maintain  some  main- 
tenance of  effort  in  terms  of  their  funding  for  indigent  care  pro- 
grams. And  I  think  it  is  important  that  any  block  grant  also  have 
as  a  component  of  it  a  reasonable  growth  each  year. 

Tennessee  has  a  5-year  proposal  that  grows  at  an  average  of  7.1 
percent  in  the  fifth  year  of  the  program.  However,  it  reduces  to  5 
percent.  And  as  Governor  Sundquist  stated  earlier,  I  think  it  is 
very  important  that  we  not  be  penalized  by  the  efforts  here  as  a 
result  of  having  already  constrained  those  costs. 

I,  again,  appreciate  the  opportunity  to  be  here  and  talk  with  you 
today  and  tell  you  about  TennCare  and  let  you  know  what  the 
State's  ideas  and  positions  are  in  terms  of  moving  toward  reform 
at  the  Federal  level.  Thank  you. 

Chairman  DOMENICI.  Thank  you,  very  much.  Did  you  have  some 
prepared  testimony? 

Mr.  Martins.  Yes,  sir. 

Chairman  DOMENICI.  Did  you  give  it  all? 

Mr.  Martins.  Yes. 

Chairman  DoMENici.  OK.  Please  proceed. 

STATEMENT  OF  GORDON  BONNYMAN,  JR.,  MANAGING 
ATTORNEY,  LEGAL  AID  SOCIETY  OF  MIDDLE  TENNESSEE 

Mr.  BoNNYMAN.  Mr.  Chairman,  Senator  Frist,  I  am  Gordon 
Bonn3anan.  I  am  a  legal  aid  attorney  who  has  dealt  with  the  rep- 
resentation of  medicaid  beneficiaries  for  more  than  2  decades.  I 
have  also  done  consulting  with  other  State  governments.  So  I  bring 
a  perspective  from  a  more  local  level. 

One  of  the  things  that  struck  me  when  I  was  at  a  HCFA  con- 
ference in  Arlington  last  week  was  that  Federal  officials  in  both  the 
executive  and  legislative  branches,  including  someone  fi:-om  CBO, 
stood  up  and  said,  "Medicaid  will  grow  at  10  percent  just  like  medi- 
care." I  thought,  no,  it  will  not.  The  reason  medicaid  will  not  is 
that,  unlike  medicare,  that  growth  depends  upon  the  State's  ability 
to  put  up  matching  funds. 

I  am  sure,  Mr.  Chairman,  that  you  are  aware  of  the  games  that 
were  played  over  the  past  decade  by  the  States  to  basically  shift 
the  impact  of  rapid  medicaid  inflation  wholly  to  the  Federal  Gov- 
ernment. Those  days  are  gone.  That  party  is  over.  And  now  the 
States  are  staring  that  10  percent  rate  of  growth  in  the  face,  and 
they  cannot  sustain  it.  They  have  got  balanced  budget  amendments 
in  their  own  constitutions.  They  have  got  rates  of  growth  of  State 
revenues  that  are  4  or  5  percent. 

And  I  think,  therefore,  that  Federal  projections  of  this  program, 
growing  at  more  than  4  or  5  percent,  given  the  contingent  factor 
of  Federal  growth  depending  upon  State  growth,  are  simply  not  re- 


93-697    95-24 


734 

alistic.  I  think  that  is  important  to  keep  in  mind  as  you  sort  out 
your  own  options. 

The  other  thing  I  would  emphasize  is  this  program  is  highly  vari- 
able. Those  of  us  who  deal  with  it  a  lot  say,  "If  you  have  seen  one 
Medicaid  Program  you  have  seen  one  Medicaid  Program",  because 
every  one  of  the  States  is  different  in  different  ways. 

I  have  submitted  written  testimony  with  some  charts  ^  which 
show  how  variable  medicaid  is,  both  in  terms  of  how  States  spend 
the  dollars,  how  much  they  spend,  and  what  they  get  for  those  dol- 
lars. 

I  think  those  two  realities,  the  fact  that  the  States  cannot  sus- 
tain the  rate  of  growth  of  this  program  and  the  fact  that  the  States 
are  so  variable,  argue  strongly  in  favor  of  Congress  dealing  with 
the  problem  with  caution  and  restraint. 

As  an  advocate  for  beneficiaries,  I  could  not  agree  more,  Mr. 
Chairman,  with  your  introductory  statement  that  this  program  is 
absolutely  unsustainable.  It  is  simply  unsustainable  and  must  be 
dealt  with.  The  question  is:  What  are  the  respective  Federal  and 
State  roles?  As  the  Congress  deals  with  medicaid,  I  would  argue  for 
a  role  for  the  States  in  which  the  Congress  enables,  rather  than 
goads,  the  States. 

The  States  will  make  necessary  reductions  in  growth  because 
they  have  no  choice.  They  will  achieve  the  spending  targets  that 
you  want  because  they  are  more  constrained  by  their  own  resources 
and  their  own  constitutions  than  the  Congress  is. 

I  think  the  question  then  becomes,  how  do  you  enable  them  to 
do  that?  I  think  you  do  that  in  a  couple  of  ways.  One  is  that  you 
turn  what  we  have  learned  from  TennCare  and  other  1115  waivers 
into  an  option.  As  you  are  aware,  the  statute  right  now  provides 
for  a  number  of  mandatory  coverages  and  requirements,  but  it  also 
creates  some  options. 

I  think  it  is  time  for  us  to  move  away  from  the  States  having  to 
say,  "Mother,  may  I?,"  to  HCFA  in  order  to  replicate  programs  in 
medicaid  managed  care  that  we  know  can  work  and  help  them 
make  the  savings. 

But  I  would  suggest  the  way  to  do  that  is  to  do  it  as  an  option 
rather  than  a  block  grant.  I  think  it  is  important  to  understand  the 
differences  between  the  way  we  have  been  using  the  term  "block 
grants"  here  today  and  the  way,  Mr.  Chairman,  you  use  the  term. 

TennCare  is  a  far  cry  from  a  block  g^ant.  It  basically  keeps  intact 
the  existing  eligibility  and  service  requirements  and  expands  serv- 
ices to  new  people.  I  think  TennCare  shows  that,  with  the  right 
balance  of  latitude,  the  States  can  keep  faith  with  populations  that 
Congress  has  historically  tried  to  protect  under  medicaid,  still 
achieve  needed  savings,  and,  in  fact,  even  expand  the  program. 

So  I  would  suggest  to  broaden  the  discussion  that  you  keep  in 
mind  the  possibility  of  making  medicaid  managed  care  an  option 
and  build  into  it  the  lessons  that  have  already  been  learned  here. 
There  is  no  reason  for  50  States  to  reinvent  the  wheel  and  make 
some  of  the  mistakes  we  have  made  here,  even  though  I  think  over- 
all it  has  been  a  dramatic  success. 

iSeep.  736. 


735 

Chairman  DOMENICI.  Even  though  you  are  certain  that  the 
States  will  ultimately  control  this  growth  because  of  their  own 
shortage  of  money,  would  you  think  it  would  be  imprudent  on  our 
part  to  say,  OK,  let  us  think  about  your  option  program,  but  let 
us  make  sure  everybody  understands  they  are  not  going  to  get  as 
much  money  as  they  are  getting  now,  option  or  non-option? 

Mr.  BONNYMAN.  I  think  that  makes  sense,  sir.  I  think  you  could 
create  some  stand-by  percentage  reductions.  But  I  would  also  say 
when  you  do  that,  with  regard  to  Tennseess,  please  do  not  call  us 
at  home.  We  gave  at  the  office. 

I  want  to  reiterate  what  you  have  heard  already.  Innovator 
States  should  not  be  punished.  If  there  is  an  across-the-board  re- 
duction, do  not  punish  the  guys  that  have  already  given  blood  to 
try  to  achieve  savings. 

Chairman  DOMENICI.  We  will  not  do  that. 

Mr.  BoNNYMAN.  And  finally,  I  would  really  argue  strongly  for 
using  some  of  the  savings  to  cover  the  uninsured.  That  is  not  just 
the  voice  of  an  advocate  who  represents  those  citizens  and  is  pain- 
fully aware  of  the  suffering  that  they  go  through.  It  is  also  just 
basic  sound  policy.  If  you  achieve  cuts  in  this  program  without  ex- 
panding coverage,  you  are  going  to  greatly  enhance  the  cost  shift 
and  any  savings  in  medicaid  would  be  at  the  expense  of  other  pay- 
ers. So  those  would  be  my  recommendations. 

Chairman  DOMENICI.  Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Bonnyman  follows:] 
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THE  FEDERAL  BUDGFT:  OPPORTUNITIES  FOR  PRIVATIZATION 
IN  SOCIAL  AND  ENTTTLEMENT  SPENDING 

U.S.  SENATE  BUDGET  COMMITTEES  SOUTHEASTERN  FIELD  HEARING 

NASHVILLE,  TENNESSEE 

MARCH  25.  1995 

Testimony  of  Gordon  Bonny  man,  Jr. 
Legal  Aid  Society  of  Middle  Tennessee 

Mr.  Chairman,  I  appreciate  the  opportunity  to  appear  before  your  Committee  this  morning. 
I  bring  the  perspective  of  an  advocate  for  beneficiaries  of  the  Medicaid  and  Medicare  programs. 
For  twenty  years,  I  and  my  colleagues  at  the  Legal  Aid  Society  of  Middle  Tennessee  have 
attempted  to  assist  low  income  and  elderly  clients  to  use  these  two  important  health  programs, 
especially  Medicaid,  to  meet  their  medical  needs,  and  those  of  their  families.  During  the  state 
Medicaid  budget  crisis  for  1992-93, 1  had  the  privilege  to  serve  on  a  Medicaid  task  force  which 
Senator  Frist  chaired,  that  was  appointed  by  then-Governor  McWherter.  During  the  past  r»vo 
years,  my  professional  life  has  been  almost  entirely  occupied  with  efforts  to  influence  the  design 
and  implementation  of  TennCare  to  better  serve  its  constituents. 

I  also  bring  a  perspective  of  someone  from  the  private,  non-profit  sector  who,  through 
advocacy  and  technical  assistance,  has  influenced  Medicaid  policy  in  this  and  a  number  of  other 
states  fix>m  a  position  outside  of  government.  Making  Medicaid  policy  is  a  humbling  experience. 
Medicaid  is  an  extremely  complex,  arcane  program,  interacting  with  a  sophisticated  and  complex 
health  care  delivery  system,  whose  beneficiaries  are  literally  the  most  vulnerable  individuals  in  our 
society.    A  misstep  —  and  I  have  participated  in  many  myself  ~  in  modifying  the  program  in  even 
relatively  minor  ways  can  have  devastating  effects  in  the  lives  of  medically  fragile  Americans.  In  a 
very  literal  sense,  as  you  make  Medicaid  policy,  you  hold  in  your  hands  the  lives  of  millions  of 
your  fellow  citizens. 

As  you  proceed  down  the  difficult  and  perilous  path  of  Medicaid  reform,  you  must 
confh>nt  a  number  of  realities: 
•  Medicaid  as  it  now  exists  is  unsustainable.    The  Health  Care  Financing 

Administration  (HCFA)  is  projecting  a  nine  percent  rate  of  annual  growth  over  the  next  five 
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years.  The  Congressional  Budget  Office  projects  a  ten  percent  growth  rate.  Never  mind 
whether  the  federal  government  can  or  will  tolerate  that  level  of  inflation.  The  states  can't 
and  won't. 

Even  absent  rollbacks  in  state  taxes  now  occurring  in  many  jurisdictions,  state 
government  revenues  are  growing  at  only  half  the  rate  of  projected  Medicaid  expenditures. 
This  is  not  a  new  phenomenon,  but  what  is  different  is  that  federal  Medicaid  amendments 
now  prevent  the  states  from  shifting  the  burden  of  inflation  to  the  federal  govemment  The 
states  now  have  to  put  up  real  dollars  to  draw  down  federal  Medicaid  match,  and  they  don't 
have  enough  new  revenues  to  keep  pace  with  projected  levels  of  inflation.  Medicaid  is  the 

second  largest  item,  after  education,  in  state  government  budgets,  far  too  large  for  states  to 

f 

simply  fiidge  the  disparity  between  their  own  revenue  growth  and  the  rate  the  Medicaid 
inflation.  To  put  it  brutally,  Medicaid  is  going  to  crash,  sooner  rather  than  later,  because 
the  states  cannot  afford  to  keep  putting  new  revenues  into  the  program. 
Medicaid  affects  all  Americans,  not  just  the  program's  beneficiaries. 
Medicaid  has  long  since  moved  beyond  being  just  a  social  entitlement  progranx  The 
nation's  health  care  infrastructure  is  dependent  upon  Medicaid  in  crucial  ways  that  few 
people  realize.   Graduate  medical  education;  funding  of  costly  but  vital  tertiary  hospital 
services,  such  as  neonatal  intensive  care;  rural  and  urban  community  health  centers; 
children's  hospitals;  public  health  functions  like  TB  control  -  these  are  just  some  of  the 
pieces  of  the  acute  care  system  that  are  at  risk  during  a  Medicaid  retrenchment  Lx>ng  term 
care  is  especially  vulnerable:  two-thirds  of  the  days  of  care  m  American  nursing  homes  are 
wholly  or  partially  covered  by  Medicaid,  a  market  share  so  large  that  a  shift  in  Medicaid 
policy,  OT  loss  of  Medicaid  funds,  can  undermine  access  to  such  services  for  all  but  the 
wealthiest  citizens. 

Medicaid's  economic  impact  is  also  overlooked.  Medicaid  is  the  largest  source  of 
federal  revenues  in  state  government  budgets,  with  major  implications  for  the  economies  of 
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local  communities.  For  example,  in  Tennessee  as  elsewhere,  a  significant  number  of  niial 
hospitals  have  been  sustained  in  the  past  by  Medicaid  Disproportionate  Share  Hospital 
(DSH)  subsidies.  With  the  demise  of  diose  subsidies  under  TennCare,  those  hospitals, 
which  are  typically  among  the  largest  employers  in  their  communities,  will  likely  close.   If 
there  is  a  major  national  retrenchment  in  Medicaid,  such  closures  will  become  widespread. 
The  possible  closures  of  nursing  homes  and  crucial  hospital  services  (or,  in  rural  areas, 
entire  hospitals)  have  obvious  social,  economic  and  political  consequences  beyond  their  . 
impact  on  the  ten  percent  of  the  population  who  actually  hold  Medicaid  cards. 
If  you  have  seen  one  Medicaid  program  you  have  seen  one  Medicaid 
program.  No  two  state  Medicaid  programs  are  identical,  and  there  is  enonnous 
variability,  as  Congress  will  find  when  it  tries  to  come  up  with  an  equitable  fcMmula  for 
containing  Medicaid  costs,  both  programmatically  and  financially.  [State  financial 
variations  are  presented  in  the  attached  graphs  recendy  prepared  by  the  Urban  Institute.] 
It  is  also  of  vital  practical  importance  that  you  keep  in  mind  the  great  disparities 
among  states  in  terms  of  the  technical  and  administrative  capacities  of  their    Medicaid 
agencies.  Some  are  quite  sophisticated,  while  others  are  just  not  very  competent 
You  cannot  "fix"  Medicaid  by  itself.   Medicaid's  ills  ~  unsustainable  inflation, 
firagmented,  discontinuous  care,  inefficiency  and  lack  of  accountability  for  outcomes  —  are 
common  to  the  health  care  system  as  a  whole,  and  cannot  be  remedied  in  isolation.  The 
American  people  are  still  worried  about  the  rising  cost  of  health  care,  increasing  numbers  of 
uninsured  families,  and  the  impact  of  health  inflation  on  American  economic 
competitiveness.  If  government  just  cuts  the  Medicaid  budget,  it  will  worsen  these 
problems  for  everyone  else,  because  of  the  increase  in  cost-shifting. 
•       Medicaid  is  already  largely  privatized.  Almost  all  of  the  services  are  provided 
privately,  as  is  much  of  the  program's  administration.  For  example,  private  fiscal  agents 
have  handled  crucial  computer  and  claims  processing  functions  for  decades  in  most  states. 
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That  is  good  news,  because  it  means  that,  unlike  some  other  areas  of  public  administration, 
we  can  get  right  to  the  question  of  how  to  define  an  appropriate  private  role  in  Medicaid's 
operation,  rather  than  debate  philosophical  issues  of  whether  the  private  sector  should  play 
such  a  role  at  all. 

This  reality  should  also  tempo*  unrealistic  notions  that  administration  by  private 
entities  is  always  or  inherendy  superior  to  public  administradon.  Some  of  the  worst 
problems  encountered  in  Medicaid  are  the  product  of  incompetent,  iiresponsible  or  even 
unethical  private  contractors.  Such  abuses  are  worse  when  policymakers  believe  that  they 
can  absolve  themselves  of  responsibility  for  sound  stewardship  of  public  funds  and 
programs  by  simply  dumping  responsibility  wholesale  onto  the  private  sector. 
There  is  still  an  important  federal  role  in  the  ongoing  design  and 
administration  of  Medicaid.  This  is  unfortunate,  because  there  is  much  truth  in  the 
observation  that  federal  legislation  and  bureaucracy  have  contributed  to  some  of  Medicaid's 
worst  woes,  and  tend  to  stifle  state  creativity.  However,  significant  federal  oversight  — 
both  programmatically  and  fmancially  —  is  unavoidable,  lest  the  American  taxpayer  be 
ripped  off.  In  fact,  as  The  Washington  Post  and  the  General  Accounting  Office  have 
documented,  ripping  off  the  taxpayer  has  been  a  large  part  of  what  Medicaid  has  been  about 
in  recent  years.  This  has  been  a  bi-partisan,  full  time,  equal  opportunity  activity  of  many 
state  governments,  health  care  vendors  and  managed  care  contractors.  Anyone  who 
believes  that  the  answer  for  Medicaid's  problems  is  to  simply  drop  the  reins  and  let  the 
states  take  their  own  lead  is,  quite  simply,  naive. 

You  face  an  unenviable,  and  perhaps  impossible,  task  of  cutting  through  the  present 
jungle  of  ineffective  and  counter  productive  federal  oversight  while  preserving  an 
indispensable  federal  role  in  ensuring  fiscal  integrity  and  minimum  standards  for  the 
protection  of  the  program's  vulnerable  beneficiaries. 
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If  these  realities  make  the  task  confironting  you  seem  overwhehning,  it  is  no  worse  than  that 
which  faced  Tennessee  Medicaid  officials  two  years  ago,  as  Senator  Frist  is  well  aware.  As  Mr. 
Martins'  testimony  has  made  clear,  the  establishment  of  TennCare  as  a  Medicaid  demonstration 
project  was  a  case  of  necessity  being  the  mother  in  invention.  State  officials  had  the  courage  and 
creativity  to  drastically  alter  the  public  -  private  relationships  in  ways  that  enabled  them  to  save  the 
state  budget  while  greatiy  expanding  coverage  to  previously  uninsured  Tennesseans. 

Let's  be  clean  TennCare  has  had  and  continues  to  have,  serious  problems  of 
implementation.  I  deal  with  those  day-in  and  day-out  as  they  affect  the  lives  of  thousands  of 
beneficiaries.  The  problems  of  TennCare  should  provide  the  rest  of  the  country  with  some  usefiil 
"don'ts"  as  well  as  some  major  "dos"  as  Medicaid  undergoes  what  will  inevitably  be  wrenching 
and  dangerous  change.  We  in  Tennessee  are  still  learning  those  lessons  ourselves.  One  of  the 
most  admirable  facets  of  the  program  has  been  the  willingness  of  administrators  to  take  a  Total 
Quality  Management  approach  whicn  seeks  to  actively  identify  the  problems  and  work  for  their 
solution,  acknowledging  that  the  program  will  never  "arrive"  at  some  perfect  state  in  which 
reforms  are  no  longer  needed. 

Having  said  that,  fixam  the  perspective  of  an  advocate  for  beneficiaries  and  taxpayers, 
TennCare  must  be  counted  as  sound  in  design  and  successful  in  implementation.  The  secret  of  its 
success  is  that  its  designers  basically  got  it  right  in  defining  the  respective  roles  of  the  federal,  state 
and  private  participants  in  its  administration.  In  essence,  they  acted  like  very  able  benefits  plans 
managers  fixjm  the  private  sector,  by  using  their  large  market  clout  to  drive  a  hard  bargain  with 
managed  care  contractors,  and  ultimately,  health  care  vendors.  They  succeeded  by  staying  focused 
on  the  taxpayers  and  beneficiaries,  whom  they  defined  as  their  customers. 

The  TennCare  experience  suggests  that  a  national  strategy  for  addressing  the  budget 
problems  of  Medicaid  should  have  the  following  elements: 
•  Capitated  managed  care  should  be  the  predominant  model  of  health  care 

financing  and  delivery  for  Medicaid.   When  Medicaid  revenues  are  constrained. 
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whether  as  a  result  of  state  budget  pressures,  federal  policy  changes,  or  a  combination  of 
the  two,  capitation  of  payments  becomes  a  necessity.  Limits  on  the  program's  revenues 
must  be  translated  into  limits  on  expenditures.  The  only  way  to  do  so  without  drastic, 
recurring  cutbacks  in  eligibility,  benefits  and/or  reimbursement  is  through  conversion  from 
fee  for  service  to  managed  care  based  on  a  prospective  fee. 

Government  must  make  provision  for  covering  the  costs  of  treating  the 
uninsured.  Otherwise,  public  programs  will  simply  shift  their  costs  to  private  sector 
payers.  That  is  just  as  much  a  tax  on  the  American  people  as  adding  a  surcharge  to  the 
bottom  line  of  your  IRS  Form  1040.  TennCare  showed  that  there  is  enough  money  in  the 
system,  including  enough  public  money,  to  cover  those  who  are  now  left  out,  and  whose 
care  is  now  reimbursed  through  cost  shifting.  TennCare  has  enabled  the  state  to  reduce  the 
numbers  of  uninsured  Tennesseans  to  five  percent  of  the  state  population.  As  a  result,  the 
state's  health  delivery  system  is  becoming  more  efficient  Evidence  of  that  fact  is  found  in 
more  rational  use  of  advance  practice  nurses,  proliferation  of  24  hour  primary  care  sites, 
accelerated  closure  of  unneeded  hospital  beds,  and  greater  reliance  on  primary  care. 
Medicaid  should  use  its  substantial  market  share  leverage  in  bargaining 
with  managed  care  contractors  and  providers.   A  generation's  worth  of  Medicaid 
and  Medicare  reimbursement  regulations  have  bound  up  these  programs  in  Gulliver  fashion 
and  prevented  them  from  behaving  rationally  as  bulk  purchasers  in  the  health  care 
marketplace.  As  a  result,  Medicaid  and  Medicare  are  powerful  engines  of  inflation  which 
fuel  the  cost  spiral  for  the  entire  health  care  system,  as  well  as  for  the  care  of  those 
programs'  beneficiaries. 

Public  policy  should  take  cognizance  of  the  dramatic  shift  to  capitated  managed  care 
that  is  taking  place  in  the  private  sector.  Managed  care  contractors,  and  the  provider 
networks  which  they  administer,  understand  better  than  Washington  that  managed  care  is 
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the  wave  of  the  future.  Therefore,  after  years  of  shunning  Medicaid,  they  are  anxious  for 
business  which  gives  them  instant  market  share  in  any  state  with  which  they  contract. 

The  Congressional  Budget  Office  estimates  that  8%  savings  in  acute  care  costs  can 
be  achieved  with  enrollment  of  70%  of  Medicaid  beneficiaries  in  group  or  staff  model 
Health  Maintenance  Organizations.  (Caution  should  be  used  in  extrapolating  those  acute 
care  estimates  to  the  Medicaid  budget  as  a  whole,  since  40%  of  expenditures  are  for  long 
term  care,  an  area  in  which  there  is  little  managed  care  experience.)  The  C60  estimate 
points  to  an  important  private  sector  function  in  Medicaid  administration,  namely,  what 
Princeton  economist  Uwc  Reinhardt  refers  to  as  the  "bounty  hunter"  role.  He  has  observed 

that  managed  care  companies,  if  they  do  nothing  else,  serve  the  purpose  of  imposing         ,■ 

I 
financial  order  and  discipline  on  health  care  costs  which  duly  appointed  public  officials 

have  shown  themselves  unable  or  unwilling  to  tame.  Yes,  these  companies  should  be 

required  to  actually  manage  care  and  produce  good  patient  outcomes.  But  they  also  serve  a 

useful  function  simply  by  enabling  government  to  effectively  wield  purchasing  clout  that 

Medicaid  and  Medicare  should  enjoy  by  virtue  of  their  substantial  market  shares. 

Which  brings  us  to  the  crucial  importance  of  Medicaid  administrators  being  "smart 

shoppers"  with  the  public's  money.  So  far,  that  has  not  been  the  case,  and  the  "bounty 

hunters"  have  ended  up  with  the  "bounty".  Most  states  that  have  experimented  with 

managed  care  have  only  achieved  savings  of  five  per  cent  or  less.  That  is  because  they 

have  been  encouraged  by  HCFA  to  set  their  capitation  rates  based  on  historical  fee-for- 

scrvice  cost  experience,  discounted  by  5%,  rather  than  by  fully  exploiting  their  purchasing 

leverage  to  drive  a  better  bargain. 

Many  experts,  inside  and  outside  of  government,  have  questioned  how  TennCare  managed 

to  control  the  Medicaid  budget  while  covering  the  formerly  uninsured.  The  answer  is  that  they 

understood  the  potential  for  economies  in  the  program,  and  drove  a  bargain  with  suppliers  that 

captured  and  applied  those  economies  for  the  benefit  of  the  taxpaying  public.  There  is  nothing 
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fancy,  just  oommon  sense  application  of  private  business  purchasing  techniques  to  tliis  public 
program. 

By  contrast,  traditional  Medicaid  and  Medicare  reimbursement  policies  suffer  the  ills  of 
government  pnce-setting.  If  Medicaid  and  Medicare  move  to  capitated  managed  care,  but  simply 
continue  to  set  capitation  payments  based  on  historical  experience  under  a  government  price-setting 
system  of  fee-fOT-service,  we  will  miss  important  opportunities  for  savings  in  this  program. 

•  Savings  from  conversion  to  managed  care  must  be  left  in  the  health 
care  system.  It  will  be  tempting  to  divert  these  savings  into  deficit  reduction,  tax 
cuts  or  other  purposes.  But  if  Congress  pulls  all  of  the  savings  out,  rather  than  using 
at  least  part  of  them  to  cover  the  uninsured,  it  will  greatly  increase  the  cost  shift  to 
private  payers,  and  undermine  the  health  care  infrastnicttire.  Reallocation  of 
Medicaid  resources  within  the  program  can  be  a  catalyst  for  constructive,  if  painful, 
reform  of  the  larger  health  care  system.  Wholesale  removal  of  those  resources  will 
cripple  it 

•  Accountability  must  be  built  in  at  every  level  of  Medicaid,  for  public 
and  private  participants  alike.  Although  it  has  undoubtedly  made  a  hard  job 
harder,  I  believe  that  the  people  nmning  TennCare  have  done  a  better  job  because  it 
was  approved  as  a  Section  1115  demonstration  program  that  required  special  federal 
review  and  approvaL  The  creative  tension  between  the  state  and  HCFA  has  probably 
made  for  a  better  product  As  pet^le  in  the  private  sector  well  know,  we  all  tend  to 
work  harder,  and  do  better,  when  we  know  that  we  are  accountable  to  someone  else. 
It  would  be  a  mistake  to  give  each  state  carte  blanche  to  spend  federal  funds  as  it  sees 
fit 

A  state's  accountability  is  best  measured  by  outcomes,  not  inputs.  There  is 
fear  that  it  will  be  inpossible  to  ensure  state  maintenance  of  effort  unless  the  federal 
government  continues  to  niqiick  over  which  state  and  local  dollars  can  be  used  to 
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draw  down  matching  federal  funds.  That  version  of  oversight  simply  invites  further 
gaming,  and  intrudes  into  areas  best  left  to  the  states.  A  betto-  way  of  insuring 
maintenance  of  effoit  is  to  do  as  the  TennCare  waiver  does,  and  require  the  states  to 
meet  certain  perfcnmance  standards  in  tenos  of  numbers  of  individuals  covered, 
number  of  benefits  provided  and  measurement  of  access  and  quality  (^  care.  That 
leaves  it  to  the  states  to  determine  how  and  where  they  will  come  up  with  their  share 
of  the  program's  budget 

An  impoitant  element  of  accountability  is  the  entideroent  nature  of  the 
program.  The  concept  may  be  out  of  favor,  but  it  is  an  impoitant  outcome  measure. 
If  you  no  longer  specify  in  the  law  which  individuals  have  a  right  to  coverage,  you 
will  have  done  away  with  one  of  the  most  important  and  concrete  benchmarks  for 
insuring  that  you  are  getting  a  specified  product  for  the  public's  money.  Would  any 
private  sector  benefits  manager  sign  a  mahaf  ed  care  contract  which  failed  to  specify 
who  was  covered  by  the  plan,  or  the  benefits  to  which  they  were  entitled? 

This  does  not  mean  that  all  of  the  present  federal  eligibility  requirements  must 
be  treated  as  sacrosanct,  for  some  are  needlessly  coaq>lex  and  arbitrary.  But  the 
essentials  of  present  policy  should  be  preserved.  TennCare  shows  that  this  is 
possible,  and  does  not  prevent  states  from  achieving  significant  economies  in  the 
program.  By  way  of  illustration,  we  are  12  years  into  an  18-year  phase-in  of 
Medicaid  coverage  for  all  American  children  living  in  poverty,  It  would  be  a  tragic 
betrayal  of  our  children  if  we  abandoneu  that  policy.  Reversal  of  that  policy  would 
not  only  have  adverse  health  affects  on  these  children's  health.  It  would  deter  parents 
from  leaving  welfare  to  take  poverty-level  jobs,  for  fear  of  costing  their  children  their 
Medicaid  coverage. 

Similarly,  states  should  be  accounuble  for  maintaining  the  Eariy,  Periodic 
Screening,  Diagnosis  and  Treatment  (EPSDT)  services  for  Medicaid  children,  one  of 
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America's  most  important  prevention  programs  for  its  children.  A  state's  failure  to 
detect  and  oonect  preventable  health  conditions  of  poor  children  is  penny- wise  and 
pound-foolish,  and  should  not  be  countenanced  by  federal  policy. 

Managed  care  organizations  and  their  provider  netwoiks  must  be  accountable 
for  providing  good  quality  care.  Good  data,  covering  individual  patient-provider 
encounters,  are  essential  in  order  to  measure  compliance  with  such  a  requirement. 
Payment  should  be.based  on  meeting  those  standards.  One  of  TennCare's  most 
promising  features  is  its  provision  for  withholding  ten  percent  of  each  month's 
capitation  payment  pending  retrospective  certification  of  compliance  with  quality 
standards.  Again,  this  is  an  excellent  example  of  a  public  program  borrowing  a 
private  sector  contracting  technique  which  makes  good  sense  but  is,  alas,  very 
different  from  our  traditional  way  of  doing  business  in  Medicaid  or  Medicare. 

We  also  need  to  ensure  that  there  is  good  data  on  where  and  how  managed 
care  organizations  spend  the  capitation  payments  they  receive.  Otherwise,  some 
MCXJs  will  shortchange  the  program  by  extracting  windfall  profits  in  the  form  of 
inflated  "administrative  costs",  as  has  been  documented  in  an  audit  of  the  Medicaid 
managed  care  program  in  Philadelphia,  conducted  by  the  Inspector  General's  office  of 
the  Department  of  Health  and  Human  Services. 

Capitated  managed  care  is  not  a  panacea.  When  done  poorly,  it  produces 
shockingly  bad  service.  Recent  news  media  exposes  in  Florida,  published  under  the 
telling  caption  "Profits  from  Pain",  are  only  die  latest  in  a  20  year  history  of  such 
stories  covering  poorly  regulated  Medicaid  and  Medicare  managed  care  programs. 
Particulariy  troubling  is  the  potential  for  abuse  in  the  breed  of  new  managed  care 
organizations  formed  to  serve  exclusively  Medicaid  beneficiaries.  There  must  be 
assurance  that  these  entities  are  financially  sound  and  have  in  place  real  provider 
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networks  that  will  afford  cnrollces  adequate  access  to  care.  There  have  been  serious 
problems  in  that  regard  under  TennCare,  and  we  are  by  no  means  unique. 

MCO  and  state  accountability  must  be  ongoing,  not  just  a  set  of  preconditions 
that  are  checked  off  at  the  time  of  conversion,  without  meaningfiil  mechanisms  for 
later  enforcement  Without  adequate  accountability  safeguards,  Medicaid  conversion 
to  managed  care  will  produce  profiteering  and  scandals  of  a  magnitude  that  will  eclipse 
anything  that  we  have  seen  in  terms  of  fraud  and  abuse  under  fee-for-service. 

Medicaid  beneficiaries  must  be  defined  as  the  customer,  and  reform 
should  be  undertaken  with  the  goal  of  better  serving  them.   For  all  its 

problems,  TennCare  has  woiked  because  its  administrators  have  used  as  a  lodestar  the 
goal  of  making  it  better  serve  its  beneficiaries.  Because  they  have  been  fixed  in  that 
purpose,  they  have  been  able  to  be  more  flexible  and  responsive  regarding  the  details  of 
implementation. 

For  example,  state  officials  involved  a  broad  coalition  of  Medicaid  beneficiaries 
and  their  advocates  in  the  ongoing  design  and  inplementation  of  the  program,  meeting 
every  other  Friday  for  several  hours  to  hash  out  problems  and  think  through  joint 
solutions.  Shortly  before  the  program  was  to  go  into  effect,  advocates  expressed 
concern  for  disruption  of  care  to  chronically  ill,  medically  fragile  Medicaid 
beneficiaries.  The  state  contracted  with  a  nonprofit  crisis  intervention  service  to  operate 
a  toll-free  advocacy  line  to  assist  vulnerable  peculations  with  any  difficulties  they  might 
have  accessing  care.  That  service  has  helped  thousands  of  TennCare  beneficiaries  and 
has,  I  believe,  saved  lives.  Because  it  is  independent,  the  service  has  been  able  to  spot 
systemic  problems  and  call  them  to  TennCare's  attention  long  before  they  were  spotted 
by  state  personnel  or  the  program's  private  fiscal  agent. 
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By  the  same  token,  state  and  TennCare  managed  care  organizations  have  not 
devel<^>ed  management  systems  for  effectively  processing  fonnal  beneficiary 
grievances.  Inattention  to  this  important  safeguard  has  adversely  affected  public 
acceptance  of  the  program  and  resulted  in  the  inefficient  use  of  management  resources. 

Given  the  variability  and  complexly  of  state  Medicaid  programs,  and  the  drawbacks  of 
"one  size  fits  all"  solutions,  how  can  the  federal  government  constructively  influence  the  path 
of  Medicaid  reform?  First,  do  no  harm.  In  pursuit  of  federal  savings,  choose  the  course 
that  is  least  harmful  to  beneficiaries  and  the  health  care  system.  The  TennCare  experience 
provides  useful  guidance  in  making  that  choice. 

In  broad  terms.  Congress  has  the  following  options  for  achieving  federal  budget 
savings  in  Medicaid,  ranked  in  coder  of  their  merits: 

(1)     ■  Let  nature  take  its  course.  Federal  expenditures  will  drop  to  sustainable 
rates  of  growth  because  the  states  cannot  generate  enough  new  matching  dollars  to  meet 
the  Medicaid  inflation  rates  projected  by  HCFA  and  CBO.  State  government  revenues 
are  growing  at  only  4  -  5%,  which  means  that  Medicaid  will  be  constrained  at  the  same 
rate.  These  savings  will  occur  without  Congress  imposing  an  explicit  cap  on  the 
program. 

Congress  can  help  by  giving  the  states  more  flexibility  to  achieve  die 
efficiencies  that  these  spending  constraints  will  require.  Incorporate  into  statute  those 
saieguards,  including  provision  for  public  involvement,  that  HCFA  has  identified  as 
necessary  for  consumer  protection,  based  on  experience  with  TennCare  and  other 
Medicaid  waiver  programs.  Allow  states  which  meet  those  standards  to  convert  to 
capitated  managed  care,  without  having  to  go  through  the  waiver  approval  process. 
Federal  policy  should  reflect  the  reality  that,  as  TennCare  illustrates,  there  are 
significant  fix>nt  end  costs  associated  with  such  a  conversion,  and  you  cannot  achieve 
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full  savings  all  at  once.  Repeal  the  Boren  Amendment  governing  price-setting  for 
hospitals  and  nursing  homes;  it  is  an  artifact  of  fee-for-service  which  has  no  place  in  a 
C£^itated  environment 

If  Congress  is  reluctant  to  trust  the  states  to  make  the  changes  that  their  own 
budget  constraints  dictate,  such  flexibility  can  be  combined  with  incentives  that  reward 
states  for  reducing  their  federal  expenditures  in  a  responsible  manner,  and  penalize 
those  that  don't  One  method  of  doing  that  would  be  to  establish  standby  percentage 
reductions  in  federal  niatching  payments  for  states  that  fail  to  reach  savings  targets  on 
their  own. 
The  remaining  options  are  undesireable  from  a  policy  standpoint  because  they 
are  too  intrusive  on  the  states.  They  are  undesireable  from  a  political 
standpoint  because  they  plunge  Congress  into  the  middle  of  an  interstate  fight 
over  funding  reduction  formulas. 

(2)  Apply  an  across-the-board  percentage  reduction  to  the  federal  share  of 
all  states'  Medicaid  budgets.  This  approach  is  superior  to  block  grants,  since  it 
preserves  accountability.  It  also  side-steps  the  funding  formula  controversy  that  is 
encountered  with  the  approaches  discussed  below.  However,  the  incentives  of  this 
approach  can  be  perverse,  since  it  penalizes  slow-growth  states,  unless  designed  to 
avoid  such  a  result  (by,  for  example,  applying  a  lesser  reduction  to  states  that  reach 
savings  targets  on  their  own.)  A  percentage  reduction  in  federal  matching  rates  was 
used  in  the  early  1980s,  and  Tennessee  was  one  of  the  slow-growth  states  that  was 
punished  for  its  frugality.  Unless  innovator  states  like  Tennessee  were  exempted  now, 
it  would  have  the  same  effect  again. 

(3)  Linut  growth  by  establishing  the  federal  contribution  to  Medicaids  costs 
on  a  per  capita  basis.  In  other  words,  capitate  the  program  at  the  federal  level. 
Capitation  payments  would  vary  by  demographic/risk  category.  States  could  move  to 
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capitated  managed  care,  and  would  have  strong  financial  reasons  to  do  so,  but  could 
retain  fee-for-service  if  they  wish.  CBO  prepared  for  this  Committee  last  month  one 
example  of  a  methodology  that  could  be  used  to  implement  such  a  policy. 

There  will  be  controversy  over  the  formula  to  be  used  in  determining  federal 
capitadon.  But  this  approach  is  preferable  to  those  listed  below,  because  it  at  least  does 
not  penalize  states  that  have  naore  poor  people,  more  elderly  and  disabled,  or  who  are 
experiencing  growth  in  population. 

(4)       Impose  a  cap  on  growth  of  the  federal  portion  of  the  Medicaid  budget, 
with  corresponding  caps  on  aggregate  federal  Medicaid  spending  in  each  state.  This 
approach  retains  some  of  the  accountability  of  the  present  system.  But  it  still  provokes  a 
fight  over  interstate  equity,  since  the  effect  is  to  grandfather  the  disparities  of  the 
present  allocation  arrangements.  Present  allocations  are  entirely  arbitrary  and 
inequitable,  but  changing  to  another  fcnmula  will  pose  tremendous  problems  for  ~  and 
evoke  bitter  political  resistance  from  -  those  states  (such  as  Tennessee)  that  are 
"winners"  under  the  current  formula. 

To  bring  the  problem  closer  to  home,  consider  the  impact  on  Tennessee  of 
recent  proposals  to  impose  a  4%  cap  on  all  states.  Tennessee  negotiated  in  good  faith 
with  HCFA  to  obtain  a  waiver  in  return  for  accepting  a  5%  growth  cap,  which  was  a 
far  better  deal  for  the  federal  government  than  any  other  state  had  offered  or  agreed  to 
accept  Imposition  of  a  different  aggregate  cap  at  this  point  would  undermine  one  of 
the  country's  most  promising  efforts  to  move  in  precisely  the  direction  that  Congress 
should  encourage. 

Keep  in  rnind  that  Tennessee  could  be  harmed  by  even  a  5%  cap,  depending 
upon  the  baseline.  The  TennCare  waiver  terms  gave  the  state  substantial  front-end 
loading  of  federal  revenues,  and  if  the  baseline  for  applying  an  aggregate  cap  is  1993  or 
before,  we  will  be  in  deep  o-oubie. 
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(5)        Block  grant  federal  Medicaid  funds  to  the  states,  with  limited 
conditions.  There  is  no  accountability  under  this  approach,  and  it  invites  social, 
economic,  medical  and  political  disaster.  Even  before  you  get  to  the  problems  of 
implementing  such  a  policy,  you  will  find  yourself  in  the  middle  of  an  enorax>us  fight 
over  the  proper  fcvmula  to  use  in  determining  each  state's  share  of  federal  funds. 

With  block  grants,  you  will  lose  the  standaixls  on  eligibility  and  scope  of 
benefits  that  now  afford  a  threshold  level  of  interstate  uniformity.  That  will  create 
"medical  refugees",  as  beneficiaries  are  forced  to  move  in  search  of  the  coverage  they 
no  longer  have  at  home.  States  will  inevitably  encourage  high  cost  patients  to  move  to 
other  jurisdictions  by  curtailing  coverage  of  more  expensive  treatments  and  procedures. 
The  destructive  effects  on  pediatric  practice  will  be  especially  severe,  since  Medicaid 
now  accounts  for  such  a  large  share  of  the  cost  of  treating  medically  fragile  infants  and 
children. 

A  final  plea:  as  you  proceed  to  remake  Medicaid  and  Medicare,  remember  the  millions 
of  people  whose  health  care  and  even  lives  are  at  stake.  Much  of  what  is  now  being  said  about 
these  programs  has  an  unreal,  abstract  quality  about  it,  as  if  it  were  dealing  only  with  cardboard 
stereotypes  or  hypothetical  lives.  As  Senator  Frist  well  knows  from  the  poignant  testimony 
presented  to  his  Medicaid  task  force,  and  from  his  own  medical  practice,  these  arc  brothers  and 
sisters,  spouses  and  lovers,  grandparents  and  children.  Please  take  good  care  of  them. 
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Medicaid  Expenditures  Per  Enrollees  for  Acute  Care 
Services  for  Low-Income  Families,  1993 


I     I  Let*  than  $600  Ptr  Enrollee 


I S600  lo  $800  Per  Enrollee 

I  SBOO  to  $1,000  Per  Enrollee 

I  Greater  tlian  $1,000  Per  Enrollee 


*  Does  not  Include  disproportionate  ehare  hoapltal  payments. 
Source:    Calculations  from  Wlnlerboltom,  LIska,  and  Obermaler,  1994. 
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Medicaid  Acute  Care  Spending  as  a 
Percent  of  Total  Medicaid  Spending,  1993 


I      I    Less  than  30  Percent 
^1    30  Percent  to  40  Percent 
■■    40  Percent  to  SO  Percent 
I      I  Greater  than  50  Percent 


Source      The  Urban  Institute  analysis  of  HCFA  data,  1994. 


The  Kaiser  Commission  on 
THE  FUTURE   OF  MEOICAIT 
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Medicaid  Disproportionate  Share  Payments  per  Uninsured 

By  state  and  census  region,  1993 
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Average  Annual  Growth  in  Medicaid  Expenditures 

With  and  w/out  disproportionate  share  payments  (DSH),  1988-93 


U.S.  Average     I 
<Connecticut;d 
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Note,  expenditures  do  nol  include  Afzona.  US   Ternlories,  accounting  adjustments,  or  administrative  costs 
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Chairman  DOMENICI.  Mr.  Howard? 

STATEMENT  OF  SAMUEL  H.  HOWARD,  CHAIRMAN  AND  CHIEF 
EXECUTIVE  OFFICER,  PHOENIX  HEALTHCARE  OF  TEN- 
NESSEE, INC. 

Mr.  Howard.  Thank  you,  Senator.  I  am  Samuel  Howard.  I  am 
chair  of  the  Phoenix  Healthcare  Corporation.  I  have  20  years'  expe- 
rience in  the  health  care  industry.  I  am  pleased  to  say  in  1982 
President  Reagan  appointed  me  to  the  Advisory  Council  on  Social 
Security  which  examined  medicare  for  the  first  time,  and  I  have 
been  involved  nationally  on  health  care  issues. 

I  would  like  to  share  with  you  today  the  views  of  a  managed  care 
organization  participating  in  TennCare.  During  1994  Phoenix 
Healthcare  and  11  other  managed  care  organizations  became  part 
of  the  TennCare  Program,  and  we  have  shared  in  its  success.  We 
have  brought  health  care  coverage  to  thousands  of  other  Tennesse- 
ans  who  did  not  have  it  before. 

Fortunately  we  have  distinguished  ourselves  as  an  organization 
dedicated  to  providing  our  members  with  high  quality,  cost  effec- 
tive care,  while  also  sustaining  solid  growth  and  earnings.  We  are 
particularly  proud  of  the  high  level  of  member  satisfaction  that  we 
have  received  by  "Putting  People  First." 

The  results  of  an  independent  study  conducted  in  September  of 
1994,  9  months  after  the  program  began,  93  percent  of  Phoenix 
Healthcare  members  were  satisfied  with  the  company's  health  care 
services.  A  full  95  percent  of  our  members  rated  our  program  as 
easy  to  use. 

In  addition  to  member  satisfaction  we  have  been  successful  in 
controlling  medical  costs  through  effective  management  of  health 
service  utilization.  In  1994  our  hospital  days  per  thousand  were 
415,  compared  to  1,100  hospital  days  per  thousand  under  the  old 
Medicaid  System. 

Our  emphasis  on  preventive  care  led  to  a  child  immunization 
rate  of  82  percent.  We  are  proud  of  these,  but  we  are  going  to  con- 
tinue to  strive  to  do  better. 

In  terms  of  provider  reimbursement,  January  1  of  1995  we  in- 
creased our  payments  to  our  primary  care  physicians  by  16.9  per- 
cent. We  took  our  specialists  off  of  the  old  Medicaid  System  of  pay- 
ment and  took  to  the  RBRVS  System  and  increased  their  rates 
also.  We  can  do  that  because  we  have  been  able  to  bring  about  re- 
ductions in  utilization. 

I  would  like  to  conclude  these  remarks  with  just  a  statement 
that  I  made  about  15  years  ago.  Fifteen  years  ago  I  proposed  a  sys- 
tem similar  to  what  we  are  doing  in  Tennessee  for  the  entire  Fed- 
eral Government  for  medicare  and  medicaid.  I  said  then  and  I  state 
today,  the  role  of  government  in  the  provision  of  health  care  serv- 
ices to  its  citizens  has  got  to  be  changed  from  one  of  subsidizing 
providers  to  instead  providing  a  mechanism  to  purchase  health  in- 
surance coverage  from  private  organizations. 

This  can  be  effected  by  removing  HCFA  from  the  U.S.  Depart- 
ment of  Health  and  Human  Services  and  setting  it  up  as  an  inde- 
pendent body  with  the  board  and  operating  policy  similar  to  that 
of  the  Federal  Employees  Health  Benefits  Program. 
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It  works.  It  works.  If  you  do  that  you  can  achieve  the  same  kind 
of  results  in  the  country  that  we  have  achieved  here.  Ninety-four 
percent  of  the  people  are  covered,  and  we  did  not  bankrupt  the  gov- 
ernment, State,  Federal  or  business.  Thank  you. 

Chairman  DOMENICI.  Thank  you  very  much.  Were  you  talking 
this  way  last  year? 

Mr.  Howard.  Yes. 

Chairman  DOMENICI.  Did  anybody  invite  you  up  to  discuss  this 
in  Washington? 

Mr.  Howard.  I  did  a  lot  of  discussing  in  Washington  during  the 
Reagan  administration  about  this  same  program,  and  also  during 
the  Carter  cost-containment.  But  not  in  the  last  2  years. 

Chairman  Domenici.  So  you  were  not  part  of  the  now  infamous 
secret  meetings,  huh? 

Mr.  Howard.  No,  I  was  not.  No,  I  was  not. 

Chairman  DOMENICI.  Would  you  have  paid  your  own  way  if  you 
were  invited? 

Mr.  Howard.  Yes,  if  I  could  be  heard. 

Chairman  DOMENICI.  OK.  Thank  you  so  much  for  your  wonderful 
testimony. 

[The  prepared  statement  of  Mr.  Howard  follows:] 
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TESTIMONY  BEFORE  THE  U.S.  SENATE  BUDGET  COMMITTEE 
SOUTHEASTERN  FIELD  HEARING 


Presented  by  Samuel  H.  Howard,  Chairman 

Phoenix  Healthcare  of  Tennessee,  Inc. 

March  25.  1995 


Good  morning.  I  am  Samuel  H.  Howard,  Chairman  and  Chief  Executive  Officer  of 
Phoenix  Healthcare  of  Tennessee,  Inc.  Today,  I  have  the  honor  of  presenting  some 
thoughts  on  Tennessee's  revolutionary  health  care  reform  program,  TennCare.  First, 
let  me  give  you  a  brief  background  on  myself  and  my  company  so  that  you  will  know  my 
relevance  to  the  subject.  I  will  then  share  some  opinions  on  the  system's 
long-term  viability  based  on  20  years  of  experience  in  the  health  care  industry. 

I  began  my  career  in  health  care  at  Meharry  Medical  College  in  1973.  I  have  served  in 
various  positions  in  the  health  care  field  including  vice  president  and  treasurer  of 
Hospital  Affiliates  International,  vice  president  of  INA  Health  Care  Group  and  most 
recently,  as  senior  vice  president  of  public  affairs  at  Hospital  Corporation  of  America.  I 
served  on  the  1982  Advisory  Council  on  Social  Security,  the  first  of  its  kind  to  examine 
the  Medicare  program  since  its  enactment.  Nationally,  I  had  the  pleasure  of  serving  as 
president  of  the  Federation  of  American  Health  Systems. 
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Phoenix  Healthcare  is  one  of  the  1 2  Managed  Care  Organizations  (MCOs)  participating 
in  the  TennCare  program  in  the  state  of  Tennessee.  One  of  our  primary  motivations  for 
becoming  involved  in  TennCare  is  its  similarity  to  a  program  that  I  outlined  in  a  paper  on 
national  health  care  reform  in  1980,  entitled,  "Financing  Federal  Health  Care  Programs 
Through  the  Application  of  Market  Oriented  Economics."  In  simpler  terms,  my  plan 
called  HOPE  -  an  acronym  for  Healthcare  Options  Plan  Entitlement  —  proposed  a 
method  for  providing  medical  expense  coverage  for  the  uninsured  populations  of  the 
country  by  utilizing  the  savings  realized  from  requiring  Medicaid  and  Medicare 
beneficiaries  to  enroll  in  private  health  plans  using  government  vouchers. 

The  premise  was  if  the  Medicaid  and  Medicare  programs  were  administered  through  a 
system  which  parallels  the  Federal  Employees  Health  Benefit  Program  rather  than  a 
govemment  program  -  with  reimbursement  being  set  by  a  political  process  -  we  could 
accomplish  three  things:  medical  costs  could  be  managed  efficiently,  quality  of  care 
enhanced  and  covered  lives  increased.  At  that  time,  the  health  care  environment  was 
resistant  to  embracing  this  revolutionary  idea.  Today,  the  health  policy  makers  are 
more  receptive  to  free  market  approaches  to  financing  and  providing  health  care 
coverage.  TennCare  is  a  program  consistent  with  principles  we  outlined  on  a  national 
level  in  1980.  I  am  very  pleased  to  see  the  successful  implementation  of  a  program 
that  uses  the  concept  of  the  free  enterprise  system  to  increase  the  access  to  medical 
expense  coverage  for  all  Tennesseans. 


75S 
OamucI  H.  Howarc  Speech.  Pace  3  of  7 

i  would  Hce  to  share  some  irsorn-iaDon  wan  you  to  srx>v>r  mat  tncs  progr^n  is  working. 
Ouing1994.  PhoenbcHeaihcareandll  other  MCX>s  became  part  of  the  TennCare 
program  and  we  have  shared  in  the  successes  of  txddng  an  irviovative  statewide 
~ra '~  : 3  r  system ttiat  brought  h^alh  care  coverage  to  thousands  of  Tennesseans. 
rz-.-  z-.T  ■    .  e  -ir  :rr-  a:  r   :  s  _  rcessfuly  definguish  ouselves  as  an  organization 
:r:    i  e:  ;.   -f-re  ;      —       :  jaify.  cost  effective  healh  care,  wtiie 

a  s;  5-5  a  -  -;  s:  --  a:  ea-  ->gs.  We  are  particularly  proud  of  the  high  4evel  of 

—  e-:f    sa   sa:  a      a    aa    a  reived  by  "Putting  Peopte  Firsf .  The  resuHs  of  an 

ndeoender:  3  . :    ::-:.:a:   -  Sa:  a-:-e'   '  9  r-  5-:.'.e<i  93  percent  of  Phoenix 
-ea   -:a  a  -a-ras  a  a  sa   a   ti       -      a  zcmssTT^s    aa   -  :are  service.  Aful95 


hi addSon  to iTieiTiO&r  SoUS'a:: :'    .'I'e  "s.e  laa"  s-":e5S"_  =:  ccritroiiirfC  rrvedfcal 
costs  through  elfecfive-"^- a  ;e  -  e- ::• -ear  sa-    :a  ,     la ::-      -  1 994,  our  hospital 
ra  a-    :a   s  :a-  -r.sa-:  -~~z~~  .'.e-e  -'5   ::-:a'ez  :c  '  'OO  r>ospitai  days  per 
£housar«s  ,t^-  :a  s  .-  :a-  -a  :  :     a:  :a  :  s  s  a-     ;  .-  e-:-ssis  on  preventive  care 
•e-r  ::  a  :-   :   — .-  -a^  :-    a  a  :■  :1  cercenL  Morettiar  -a    :■   -a  expectHTg  mothers 
e-"  e:  -  :_-  :  =-  -a.  a     a       s    ;  aa  a   /isit  in  the  first  -  -as  a  :'  scwsoir 

:e:oaa)nto%i«e*ress  =-:  "a  -  las   :.a  ;   :    -aa  -  laa  :a    a-..  K  is  our  ambition 
:  :        '  .a    :  s  '  .  a  ':■  r  "b-  :aa  a-  s-::as   a:   -      asa  a  a  as  as    .e  look  toward  ttie 
lubve. 


759 
SamueJ  H.  Howard  Speech,  Page  4  of  7 

Phoenix  Healthcare  is  proof  that  the  TemCare  system  can  woric  We  are  <1o<ir*<cwl  to 
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These  constraints  are  holding  creative  innovations  of  the  TennCare  program  hostage  to 
regulations  established  to  mandate  a  politically  designated  provider  payment  system. 

The  second  impediment  is  that  the  current  administrative  system  is  not  taking 
advantage  of  the  benefits  of  a  free  market  system.  Although  we  understand  the  need 
to  ensure  that  the  rights  of  this  population  are  protected,  we  must  realize  that  one  of  the 
fundamental  principles  of  privatization  and  the  free  enterprise  system  is  competition. 
Marketing  efforts  under  TennCare  are  currently  so  heavily  restricted  that  the  service 
has  become  a  commodity,  with  MCOs  simply  serving  as  intermediaries  between  the 
state  and  the  providers.  If  TennCare  would  allow  traditional  marketing  practices, 
market  competition  would  foster  growth  and  enhance  quality.  Free  market  competition 
eliminates  those  plans  which  are  substandard  and  allows  those  with  superior  services 
to  prosper. 

My  final  suggestion  is  for  the  TennCare  governing  body  to  improve  its  understanding  of 
the  differences  between  private  sector  and  government  operations  when  establishing 
practices  and  procedures  for  .the  program.  In  the  private  sector,  there  is  a  need  to 
match  expenses  and  revenues  in  the  period  in  which  they  occur  to  ensure  the  efficient 
measurement  of  resource  utilization.  As  a  result,  there  is  a  need  for  administrative 
policies  to  facilitate  this  accounting. 
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Practices  such  as  unrestricted  retroactive  membership  changes,  cumbersome  and 

confusing  variable  coinsurance  percentages  for  members  and  unnecessarily  complex 

capitation  calculation  hinders  the  efficient  and  effective  operation  of  TennCare. 

I  firmly  believe  that  addressing  these  essential  administrative  impediments  to  the 
program's  overall  success  will  place  us  in  a  better  position  to  work  together  to  build  ^ 
system  in  Tennessee  that  is  acceptable  to  all  parties.  TennCare  experienced  some| 
growing  pains  in  its  first  year  and  with  these  recommended  changes  it  can  serve  as 
shining  example  of  good  health  care  reform  in  states  across  America. 

Nationally,  HCFA  has  Section  1115  requests  for  waivers  to  implement  TennCare-type 
programs  in  a  number  of  states:  Delaware,  Illinois,  Massachusetts,  Missouri, 
Minnesota,  New  Hampshire  and  Louisiana.  Applications  are  currently  being  considered 
by  four  other  states:  Texas,  New  York,  Oklahoma  and  Vermont.  Any  legislative  or 
regulatory  actions  that  you  can  take  to  expedite  the  approval  and  implementation  of 
these  waivers  would  hasten  the  country's  efforts  to  reduce  the  number  of  persons 
without  medical  coverage.  In  Tennessee,  96  percent  of  the  population  Is  now  covered 
by  health  insurance,  without  bankrupting  the  state  and  federal  governments.  It  is 
possible  to  achieve  similar  results  in  other  states  and  the  country  overall,  if  the 
TennCare  model  is  implemented. 
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I  would  like  to  conclude  by  reiterating  a  suggestion  that  I  made  some  15  years  ago  on 
the  proper  role  of  government  in  the  provision  of  health  care  services  to  its  citizens. 
Government's  role  in  public  health  care  programs  such  as  Medicare  and  Medicaid 
should  be  one  of  subsidizing  the  purchase  of  medical  expense  coverage  from  private 
insurance  organizations  rather  than  operating  a  reimbursement  mechanism  for 
providers  of  health  care  services.  This  could  be  effected  by  removing  the  Health  Care 
Financing  Administration  (HCFA)  from  the  U.S.  Department  of  Health  and  Human 
Services  and  setting  it  up  as  an  independent  body,  with  a  board  and  operating  policy 
similar  to  that  of  the  Federal  Employees  Health  Benefits  Program.  Private  insurance, 
service  benefit  plans,  managed  care  organizations,  group  practice  alliances  and  other 
innovative  prepaid  associations  would  then  compete  to  service  Medicare  and  Medicaid 
beneficiaries  on  the  basis  of  price,  quality,  responsiveness  of  service  and  adequacy  of 
coverage. 

Our  nation's  economic  system  has  worked  well  and  has  fostered  the  development  of 
the  finest,  most  comprehensive  health  care  delivery  system  in  the  world.  As  a  member 
of  TennCare,  we  at  Phoenix  Healthcare  are  proud  of  the  state's  answer  to  health  care 
reform.   It  solidifies  Tennessee's  reputation  as  a  leader  in  the  health  care  industry.   If 
we  continue  to  promote  programs  like  TennCare  in  states  throughout  the  country  for 
Medicaid  beneficiaries  and  support  competition  for  Medicare  beneficiaries,  we  can 
achieve  universal  coverage  for  all. 

Chairman  DOMENICI.  Proceed  first  Senator,  Frist. 

Senator  Frist.  Thank  you,  Mr.  Chairman.  Mr.  Bonnyman,  this 
has  actually  been  positive,  yet  we  all  know  that  the  program  has 
been  very  painful  for  many  people  over  the  last  year  and  will  prob- 
ably, in  all  likelihood,  continue  to  be  painful  for  a  period  of  time. 

Going  straight  to  the  people  you  work  with,  what  has  been  the 
impact  on  the  individual?  And  to  look  a  little  bit  over  the  last  year 
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and  project  out  over  the  next  year  or  2  years — but  the  individuals, 
again,  coming  back  to  the  whole  purpose  of  the  program  being  the 
beneficiaries  of  the  program.  What  has  the  impact  been? 

Mr.  BONNYMAN.  Senator  Frist,  I  would  liken  it  to  a  tornado  in 
a  trailer  park.  It  has  been  very  whimsical.  In  fact,  yesterday  there 
were  people  from  HHS  down  visiting,  and  they  asked  me  to  pull 
together  a  group  of  our  clients  to  meet  with  them. 

My  secretary  was  on  the  program  and  has  had  a  wonderful  expe- 
rience, absolutely  wonderful.  This  is  a  woman  who  was  a  tem- 
porary worker,  did  not  have  insurance,  she  had  a  sick  baby,  a  child 
with  special  needs,  has  gotten  everything.  No  problems  at  all. 
Someone  else  that  I  know  described  getting  21  Blue  Cross  cards 
and  none  of  them  was  valid. 

There  have  been  lots  of  success  stories.  But  there  have  been  peo- 
ple whose  care  has  been  disrupted.  I  think  those  problems  raise 
two  questions:  Do  they  reflect  poorly  on  the  design  of  the  program? 
And  I  would  say  absolutely  not.  The  design  of  this  program  is 
sound. 

Second:  Do  the  problems  reflect  on  the  competence  of  the  people 
who  are  administering  it?  Absolutely  not.  They  are  tip-top.  In  fact, 
that  is  one  of  the  cautions  I  would  make.  You  cannot  extrapolate 
that  level  of  competence  to  other  States.  I  have  consulted  with 
other  States  whose  level  of  competence  is  highly  variable,  unfortu- 
nately. 

I  think  the  problems  speak  to  the  difficulty  of  transition  into  this 
program.  Frankly,  it  speaks  to  the  need  for  continuing  Federal 
oversight  and  some  constraints  in  terms  of  quality  assurance  mon- 
itoring. We  have  learned  some  things  here  that  need  to  be  factored 
into  other  States'  movement  to  medicaid  managed  care.  That  is 
why  I  have  suggested  an  option  where  you  can  retain  some  of  those 
lessons  so  everybody  does  not  have  to  go  out  and  learn  them  the 
hard  way. 

The  question  I  keeping  asking  myself  as  I  deal  with  problems 
every  day,  "Is  the  system  showing  signs  of  being  able  to  correct  the 
problems  as  they  come  up?"  And  I  am  convinced  that  it  is.  Again, 
I  credit  the  people  who  have  been  running  the  system  with  a  lot 
of  that. 

Senator  Frist.  You  have  expressed  your  concern  about  a  total 
block  grant  for  the  reasons  you  just  said:  the  infrastructure  in 
many  States  may  not  be  there;  the  expertise  of  the  States  may  not 
be  there;  the  commitment  on  behalf  of  the  States.  That  is  very  dif- 
ficult for  me  as  well  in  terms  of  a  block  grant  concept. 

Let  me  also  just  turn,  because  this  is  the  only  panel  we  will  be 
talking  with  about  medicaid  reform  specifically.  We  have  not  really 
heard  the  voice — we  have  heard  the  managed  care  voice,  recipient 
voice,  the  programmatic  voice,  the  voice  of  the  providers,  physicians 
that  are  out  there. 

Let  me  just  read  a  question  that  was  submitted  by  someone  who 
is  here  today  because  it  makes  a  statement.  And  I  guess  Mr.  Mar- 
tins is  probably  the  best  to  comment.  The  statement  is  that 
TennCare  has  been  said  to  be  a  partial  solution  to  the  problem  of  the  cost  of  health 
care.  I  believe 

again,  this  is  someone  who  submitted  this 
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I  believe  it  has  created  an  unstable  situation  which  puts  access  to  health  care,  par- 
ticularly in  rural  areas  and  the  inner  cities,  at  great  risk. 

TennCare  payments  are  so  low  that  physicians,  hospitals,  pharmacists  and  other 
providers  of  health  care  will  leave  areas  with  large  numbers  of  TennCare  patients 
or  discontinue  participation,  making  access  problems  much  more  severe  than  they 
are  today.  In  TennCare  the  State  and  Federal  Governments  save  money.  Patients 
are  paying  nothing  or  saving  money.  Insurance  companies  are  making  more  money. 
Only  direct  providers  of  care  are  being  paid  less  money. 

When  the  network  shrinks  because  providers  are  no  longer  participating,  the  bur- 
den becomes  progressively  heavier  and  the  system  collapses.  How  can  the  govern- 
ment create  a  means  of  sharing  the  burden  more  equitably  so  as  to  act  as  a  sta- 
bilizer rather  than  a  destabilizing  force? 

I  read  this  because  it  makes  a  statement,  one  we  have  not  heard 
today.  And  I  do  not  want  people  to  leave  us  or  to  take  back  there 
have  not  been  real  problems  from  a  provider  standpoint. 

Mr.  Martins.  Senator  Frist,  I  appreciate  you  bringing  those  con- 
cerns out.  I  assure  you  we  have  heard  them  before.  We  have  heard 
the  same  concerns  prior  to  TennCare  with  the  Medicaid  Program. 

I  think  it  is  extremely  important  when  we  deal  with  a  Health 
Care  System  and  a  Health  Care  Program  to  recognize  the  reference 
of  comparison  that  we  utilize  in  making  judgments  of  a  program. 
As  Americans,  and  particularly  as  Tennesseans,  we  like  to  compare 
things  to  an  idealistic  system,  perfect  system. 

There  is  no  perfect  system  of  health  care.  Clearly  TennCare  is 
not  a  perfect  system.  The  fact  of  the  matter  is  that  we  have  in  this 
program  expanded  care  to  the  uninsured  population  largely  be- 
cause of  our  ability  to  control  health  care  costs.  We  are  able  to 
serve  more  people. 

Now,  it  is  very  different  to  accept  a  proposition  that  government 
should  set  rates  and  government  should  pay  rates  that  are  set  by 
government,  and  we  all  know  how  those  rates  get  set.  It  is  an 
interactive  way  that  those  rates  get  set.  It  is  a  very  different  prin- 
ciple to  then  say,  let  us  move  to  a  privatized  system  and  let  the 
marketplace  determine  what  those  rates  are  and  what  those  rates 
should  be. 

It  is  my  considered  judgment  that  we  will  not  have  physicians 
and  pharmacists  leaving,  nor  will  we  have  hospitals  leaving  the 
State.  What  we  will  have  though  is  rather  than  government  arbi- 
trarily setting  rates  that  are  paid,  we  will  have  a  competitive  mar- 
ketplace system  determining  what  appropriate  rates  are,  and  the 
system  will  move  to  those  rates. 

The  economic  incentives  in  today's  health  care  system  do  nothing 
to  constrain  costs.  They  are  like  the  Pac  Man  today.  The  more 
money  you  put  into  the  system  the  more  money  that  is  gobbled  up 
in  the  system.  A  privatized,  market-driven  system  like  TennCare 
will  move  the  system  to  an  appropriate  level  of  reimbursement. 

We  have  seen  no  evidence  of  large  numbers  of  providers  leaving 
the  State.  In  fact,  we  see  better  participation  in  TennCare  than  we 
had  previously  seen  in  the  Medicaid  Program. 

I  would  also  add  that  when  we  look  at  the  ability  of  the  State 
to  cover  the  uninsured  population,  we  are  now  making  a  payment 
for  a  population  that  previously  received  services,  and  those  serv- 
ices were  reimbursed  in  the  system,  not  through  direct  payment, 
but  through  cost  shifts  in  the  health  care  system,  I  would  grant 
you. 
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And  Tennessee  approached  TennCare  with  a  behef  that  until  you 
could  get  a  handle  on  the  uninsured  population,  bring  them  into  a 
managed  care  environment  and  control  the  inefficient  use  of  the 
system  that  occurs  when  one  lacks  access  to  health  care  that  you 
will  also  have  major  cost  shifts  in  a  health  care  system.  You  will 
always  have  inefficient  and  ineffective  use  of  that  health  care  sys- 
tem, and  you  must  moved  away  from  that. 

So  my  response  would  be  yes,  we  have  problems  in  the  program. 
However,  the  principle  should  be  that  government  does  not  set  and 
control  what  reimbursement  rates  are.  The  marketplace  should  do 
that.  And  the  marketplace  should  do  that  while,  at  the  same  time, 
government  should  recognize  the  need  to  capture  the  uninsured 
population,  bring  them  into  a  system  of  managed  care  in  order  to 
control  the  overall  cost  in  a  health  care  system. 

Senator  Frist.  You  implicitly  place  a  fair  amount  of  trust  in  the 
marketplace.  I  guess  one  of  the  concerns  I  have  is  the  marketplace 
in  terms  of  the  infrastructure  is  not  fully  developed  across  this 
country.  It  was  not  fully  developed  in  Tennessee.  You,  we,  people, 
providers  have  suffered  because  of  that. 

On  the  other  hand,  the  system  has  responded  well.  We  just 
heard  from  Mr.  Howard.  I  guess  you  basically  said  you  are  able  to 
pay  physicians  more  now  up  to  the  relative  value  scale  levels, 
which  would  not  have  happened  under  the  old  system,  which  shows 
a  marketplace  does  respond. 

But  I  want  to  step  back.  We  have  12  companies  or  12  managed 
care  organizations  who  started  out.  Of  those  12  how  many  will  stay 
in?  How  many  are  doing  a  good  job?  How  many  have  done  a  miser- 
able job?  And  the  ones  who  have  done  a  miserable  job,  have  the 
people  in  that  organization  suffered? 

Chairman  DOMENICI.  You  mean  the  people  covered? 

Senator  Frist.  The  people  covered.  That  is  right.  There  is  a  big 
difference.  The  people  covered. 

Mr.  Martins.  It  is  very  difficult  to  criticize  managed  care  organi- 
zations in  a  State  that  has  gone  through  as  major  a  reform  and  as 
rapid  a  reform  as  Tennessee  has.  So  I  would  tell  you  that  managed 
care  organizations  in  my  opinion  have  responded  well  to  the 
TennCare  Program. 

Obviously  some  have  had  more  problems  in  growing,  in 
transitioning,  than  others.  But  I  do  not  believe  it  would  be  fair  on 
my  part  to  single  anyone  out.  I  would  say  they  are  all  doing  a  rea- 
sonably good  job.  All  of  them  have  problems.  All  of  them  have  suc- 
cesses. 

Second,  I  would  tell  you  that,  based  on  all  of  the  information  I 
have  in  hand,  all  12  managed  care  organizations  are  solvent,  and 
all  12  managed  care  organizations  show  a  willingness  to  continue 
to  provide  services  in  the  TennCare  Prograon. 

In  fact,  based  on  the  contract,  if  anyone  was  getting  out  of  the 
TennCare  Program  they  would  have  had  to  notify  us  of  that  back 
in  January,  for  the  next  year,  which  began  in  July.  We  have  had 
no  notifications. 

All  of  our  indications  are  that  the  managed  care  organizations 
are  solvent.  Clearly  some  have  done  better  jobs  than  others.  All 
have  had  successes  and  failures.  I  think  the  thing  to  do  is  work 
with  them  in  improving  their  capability  of  responding  and  provid- 
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ing  care  in  the  State  rather  than  criticizing  them  for  not  doing 
that. 

Senator  Frist.  OK.  Mr.  Chairman,  one  more  question? 

Chairman  Domenici.  Sure. 

Senator  Frist.  Two  issues,  medical  education — let  me  put  that 
aside.  If  we  have  time  we  will  go  back  to  that.  Second,  the  large 
public  hospitals,  so-called  charity  hospitals.  Regional  Medical  Cen- 
ter in  Memphis  is  one  that,  I  think,  is  in  the  news,  one  that  I  think 
many  people,  and  appropriately  so,  are  concerned  about. 

How  does  it  fit?  We  have  privatized  the  system  that  has  tradi- 
tionally used  these  facilities  very  heavily,  and  now  many  of  the 
managed  care  organizations  have  chosen  not  to  use  those  facilities. 

What  should  the  responsibility  of  government  be  and  where  do 
you  predict  this  will  go? 

Mr.  Martins.  OK.  The  two  issues,  charity  care  hospitals  and 
education  costs.  On  charity  care  hospitals,  I  think  in  many  ways 
the  success  of  a  program  like  TennCare  is  a  burden  to  the  tradi- 
tional essential  hospital  providers  that  have  been  the  safety  net 
providers  for  indigent  people  in  Tennessee.  And  let  me  explain 
that. 

As  more  and  more  people  have  a  choice  in  a  managed  care  envi- 
ronment, they  do  not  tend  to  choose  to  receive  their  services  from 
the  traditional  providers  of  indigent  care.  What  will  happen  in  an 
environment  like  TennCare  is  largely  providers  that  are  perceived 
to  be  quality  care  providers  that  can  provide  service  at  a  less  cost 
will  be  the  providers  of  choice. 

However,  there  are  certain  functions  that  I  believe  must  be 
maintained  in  a  health  care  system.  The  Med,  as  an  example,  is 
the  only  trauma  center  in  the  West  Tennessee  area — is  the  trauma 
center  for  the  West  Tennessee  area.  And  I  think  that  is  an  impor- 
tant function.  And  there  will  always  be  those  individuals  who  will 
seek  services  and  care  at  the  charity  care  hospitals. 

I  believe  the  State  has  a  function,  and  I  believe  TennCare  has 
a  function  in  trying  to  work  with  the  charity  care  hospitals  to  bring 
their  administration  and  size  down  to  the  level  that  is  appropriate 
for  the  functions  they  critically  need  to  perform.  That  is  not  to  say 
business  as  usual,  because  business  as  usual  means  operating  at 
a  level  that  is  not  where  you  need  to  be  in  today's  marketplace  in 
terms  of  care. 

I  think  it  is  incumbent  on  doing  that,  and  I  think  TennCare 
needs  to  recognize  that,  to  have  some  provision  of  payment  in  its 
system  to  maintain  some  of  those  essential  services  for  those  char- 
ity care  hospitals. 

In  terms  of  education  problems,  I  think  there  needs  to  be  a  de- 
bate on  education  and  how  it  is  paid  in  the  State  £ind  in  this  coun- 
try. I  think  there  needs  to  be  more  appropriate  incentives  to  move 
education  pajonents  toward  a  primary  care-based  system  to  the  ex- 
tent possible.  I  believe  that  we  have  paid  education  costs  tradition- 
ally through  health  care  programs  like  medicare  and  medicaid. 

States  have  done  that  simply  because  there  is  a  three-for-one  dol- 
lar match  that  you  can  draw  down  and,  therefore,  you  can  pay  edu- 
cation costs  for  that.  I  am  not  sure  that  is  the  most  appropriate 
way  for  us  as  a  State  or  as  a  country  to  pay  for  medical  costs  of 
teaching  universities.  I  think  that  that  needs  to  be  looked  at. 
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We  have  put  together  a  group  in  Tennessee — in  fact  we  are  meet- 
ing next  week — of  the  major  teaching  hospitals  to  talk  about  how 
we  can  better  put  incentives  in  the  system  for  education  payments 
to  move  the  system  where  it  needs  to  be  going  and,  second,  what 
the  best  mechanism  for  that  payment  would  be,  whether  it  would 
be  to  continue  doing  it  through  a  Medicaid  Program  or  to  have  it 
as  part  of  an  education  funding  formula  through  the  State  or  some 
other  mechanism.  And  we  are  studying  that  now. 

Senator  Frist.  Thank  you,  Mr.  Chairman. 

Chairman  DOMENICI.  Mr.  Howard,  Mr.  Martins,  or  both,  obvi- 
ously if  this  system  which  you  have  developed  is  going  to  work  over 
time,  one  quality  has  to  be  there,  and  that  is  competition.  Without 
it,  obviously  it  is  not  going  to  work.  Tell  me  how  you  know  there 
is  competition. 

First,  Mr.  Howard,  you  ought  to  know  since  you  apparently  are 
competing. 

Mr.  Howard.  We  are  competing  with  11  other  companies  in  Ten- 
nessee, and  I  think  all  of  them  are  very  active  in  tr3dng  to  increase 
their  membership  from  the  TennCare  Program.  We  are  all  out 
there  every  day  fighting  for  members  and  hoping  we  will  get  more. 
I  think  you  will  have  competition. 

But  let  me  step  back  and  say  you  will  also  have  competition  if 
you  went  to  a  Medicaid  Program  on  a  national  level. 

Chairman  Domenici.  I  understand  that. 

Mr.  Howard.  Each  of  those  are  really  doing  the  same  thing. 

Chairman  DOMENICI.  But  the  point  I  am  making  is  just  because 
you  are  all  still  there,  tell  me — there  are  12  of  you.  Tell  me  how 
I  could  judge  that  there  is  competition.  Are  there  different  prices? 
Different  plans? 

Mr.  Howard.  No;  you  judge  by  looking  at  the  provider  network, 
which  hospitals  and  physicians  are  in  a  given  network.  We  make 
a  list  of  our  networks  available.  You  also  judge  by  the  best  re- 
sponse time  on  the  telephone  when  you  call  to  make  arrangements. 

I  would  advocate  we  need  more.  We  need  more  freedom  in  the 
marketing  side  to  present  our  wares  differently.  We  need  more 
freedom  to  provide  more  services.  For  instance,  some  plans  offer 
adult  dental.  Some  do  not.  This  we  need  to  be  able  to  communicate 
better.  That  is  the  way  we  can,  at  least  in  my  opinion,  enhance  the 
competition. 

Chairman  DoMENici.  Mr.  Martins,  while  answering  the  competi- 
tion issue,  give  me  a  bird's-eye  glimpse  of  how  you  measure  qual- 
ity. 

Mr.  Martins.  In  terms  of  competition,  the  good  old  American 
way.  If  you  put  $3  billion  on  the  table  there  are  going  to  be  people 
that  come  after  it,  and  they  will  want  a  bigger  and  bigger  portion 
of  it.  I  think  it  is  important  to  recognize  that. 

One  of  the  things  that  Tennessee  did  not  have  is  a  very  well-de- 
veloped Managed  Care  System.  It  is  sort  of  Hke  "Field  of  Dreams." 
You  put  the  $3  billion  on  the  table,  and  we  built  it.  I  think  that 
that  money  in  the  market-driven  system  will  always  assure  that 
there  is  competition  in  this  program.  I  think  that  is  occurring. 

In  terms  of  quality  assurance  and  oversight,  I  think  that  is  a 
critical  component  of  the  health  care  system  that  puts  the  kind  of 
economic  pressure  on  the  system  that  the  TennCare  Program  has 
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put  on  the  system.  We  have  tried  to  recognize  that,  and  we  have 
developed  a  major  quaHty  assurance  function  within  the  TennCare 
bureau,  an  oversight  function  that  is  headed  by  a  physician  and 
has  a  number  of  nurses  and  other  professionals  that  actually  go  out 
into  the  managed  care  orgEinizations  and  review  records. 

We  have  also  set  up  several  mechanisms  of  feedback  of  informa- 
tion. We  have  what  I  believe  to  be  an  unprecedented  approach 
where  we  have  contracted  with  advocacy  groups  in  this  State  deal- 
ing with  vulnerable  populations  to  find  out  what  the  problems  of 
those  vulnerable  populations  are.  And  we  have  worked  with  them 
to  try  to  attempt  to  identify  those  from  a  quality  perspective  and 
zero  in  on  those  issues  and  problems. 

We  also  have  a  contract  with  an  external  review  organization 
that  is  independent  from  the  TennCare  Program  that  actually  is  an 
independent  reviewer  of  the  quality  of  care  that  is  provided.  Mr. 
Howard  mentioned  his  immunization  levels.  We  do  focus  studies  on 
immunization  values,  birth  outcomes,  prenatal  care  visits,  a  num- 
ber of  other  studies  we  use  in  monitoring  the  program. 

Chairman  DOMENICI.  Do  you  have  some  way  of  trying  to  find  out 
whether  the  providers  within  the  system  are  satisfied  with  the  sys- 
tem? Seems  to  me  some  of  the  questioning  here  could  indicate  that 
providers  are  kind  of  worried  about  the  system.  They  ought  to  be 
judged  too,  because  if  you  have  providers  who  do  not  care  about  the 
system  or  are  just  out  there,  it  will  fall  apart  someplace. 

Mr.  Martins.  Good  point.  Governor  Sundquist  recently  an- 
nounced the  formation  of  a  group  that  will  in  fact  be  organized 
across  the  State  to  get  provider  input  into  the  TennCare  Program. 
He  has  set  up  an  organization  to  actually  go  out  and  have  meetings 
across  the  State  with  various  provider  groups,  all  providers  groups 
that  are  affected  and  participate,  and  some  that  do  not  in  the 
TennCare  Program,  to  get  their  input  on  the  concerns  and  issues 
that  need  to  be  changed,  need  to  be  dealt  with  in  the  TennCare 
Program.  And  that  is  an  effort  that  will  be  beginning  very  shortly. 

Chairman  Domenici.  I  am  going  to  just  hit  on  three  other  areas 
rather  quickly,  but  I  think  we  are  learning  a  lot  here,  and  I  think 
it  is  very  important  we  take  a  little  more  time.  The  next  group  will 
have  equal  time.  We  will  be  8  or  9  minutes  late  starting  with  you, 
but  we  will  have  time. 

I  have  been  a  staunch  advocate  in  a  whole  other  part  of  my  Sen- 
ate activities  of  equitable  and  non-discriminatory  treatment  for  the 
severely  mentally  ill.  I  know  a  lot  about  it.  I  do  not  know  as  much 
as  doctors  know. 

But  I  can  even  go  to  an  American  Psychiatric  Association  meet- 
ing and  say  with  a  great  deal  of  enthusiasm  that  Freud  is  dead. 
And  I  say  that  to  all  the  psychiatrists  in  America.  And  they  do  not 
throw  me  out  because  they  are  beginning  to  be  split  almost  down 
the  middle  as  to  whether  all  that  work  on  Freud  was  worth  any- 
thing with  all  the  new  things  we  know. 

But  anyway,  what  about  your  system  as  it  pertains  to  the  se- 
verely mentally  ill? 

Mr.  Martins.  We  also  believe  severely  mentally  ill  should  have 
the  same  care  level  others  do.  That  is  why  in  the  TennCare  Pro- 
gram we  have  planned — very  shortly,  in  fact.  The  effective  date  will 
probably  be  May  1st.  We  are  planning  to  bring  the  severely  persist- 
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ently  mentally  ill  population  into  12  managed  care  organizations 
across  the  State,  and  they  are  developing  networks  as  we  speak  to 
provide  those  services  in  that  care. 

We  believe  that  a  better  approach  is  to  bring  them  in  to  the  man- 
aged care  system  rather  than  have  a  separate  approach  because  we 
believe  it  does  address  the  issue  of  parity  as  well  as  the  issue  of 
mainstreaming  a  population  into  the  health  care  system,  which  we 
strongly  believe  should  be  done. 

Chairman  DOMENICI.  Now,  I  do  not  know  if  very  many  people 
know  your  description  of  what  your  program  is,  with  reference  to 
cost  control,  caps,  some  central  bureaucracy  that  determines  what 
the  fees  ought  to  be.  You  described  you  were  none  of  those,  but 
rather  relied  on  the  marketplace. 

You  all  might  be  interested,  had  President  Clinton  been  prepared 
to  say  that  about  his  national  health  care  proposals  it  may  still  be 
alive  and  on  the  table.  He  would  not  do  that.  He  and  those  who 
put  it  together  insisted  that  we  had  to  have  national  caps  on  what 
we  spend  and  that  we  had  to  have  some  mechanism  to  make  sure 
that  nobody  charged  too  much.  And  it  would  be  Federal,  and  there 
would  be  all  kinds  of — that  turned  off  people  because  it  was  sort 
of  federally-imposed  cost  controls. 

I  believe  you  are  on  the  right  track,  and  I  would  really  ask  that 
you  keep  us  posted  on  how  that  competition  is  working. 

Let  me  also  ask,  on  the  mentally  ill,  once  you  have  got  your  re- 
sponses and  know  what  it  looks  like  and  what  the  coverage  is  going 
to  be  and  what  the  cost,  capitation  is  going  to,  would  you  send  that 
to  your  Senator  so  he  can  get  it  to  me? 

Mr.  Martins.  Certainly. 

Chairman  DOMENICI.  I  would  like  to  have  that.  We  have  to  have 
that  debate  in  the  Senate  soon. 

Let  me  ask  questions  that  I  think  the  Finance  Committee  panel 
are  asking.  They  are  going  to  write  the  law,  but  it  has  something 
to  do  with  how  much  money  we  put  in.  Could  we  distinguish 
among  these  four  aspects:  eligibility,  which,  I  understand,  is  who 
gets  help;  benefits,  what  they  get;  delivery  system,  that  would  be 
fee  for  services,  managed  care,  HMO  and  the  like;  and  then  pay- 
ments, that  is,  reimbursement  rates. 

Now,  you  got  them  in  your  minds,  each  of  you?  Which  of  these 
should  be  a  Federal  responsibility  and  which  are  better  determined 
by  the  States?  Eligibility,  benefits,  delivery  system,  payments. 

You  want  to  start,  Mr.  Martins? 

Mr.  Martins.  I  will  be  glad  to.  You  do  not  ask  easy  questions, 
do  you,  Senator?  What  perspective  do  you  want  me  to  answer  this 
from? 

Chairman  DOMENICI.  What  perspective?  Listen,  we  will  have  the 
providers  later  on.  They  can  answer  from  their  side. 

Mr.  Martins.  Mr.  Chairman,  I  think  it  is  extremely  important 
for  eligibility  not  to  be  diminished  in  any  way  in  a  State  because 
I  truly  believe  one  can  be  shortsighted  and  not  recognize  that  less 
eligibility  in  the  ultimate  means  higher  cost  in  the  Health  Care 
System. 

And  I  am  concerned  that  people  may  not  recognize  that.  I  believe 
it  took  me  years  to  come  around  to  that  position.  But  I  believe  it, 
and  I  believe  it  strongly. 
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Chairman  DOMENICI.  Let  me  be  a  little  more  specific  so  you  do 
not  have  to  answer  in  such  a  cosmic  way. 

Mr.  Martins.  OK. 

Chairman  DOMENICI.  Of  course  you  could  talk  all  morning  about 
that.  I  do  not  want  to  stay  here  all  day.  If  we  are  going  to  block 
medicaid  and  send  it  to  the  States  for  them  to  manage  it,  and  let 
us  assume  all  the  interesting  things  you  all  would  insist  we  have 
in  it,  you  know,  we  are  not  going  to  take  it  out  on  Tennessee  be- 
cause they  have  been  pretty  responsible  in  terms  of  cost  contain- 
ment. We  are  going  to  be  fair  on  it. 

But  we  are  going  to  send  you  the  money,  and  that  you  have  to 
administer  the  program.  You  can  use  it  to  buy  insurance,  for  any- 
thing you  want.  Should  we  determine  with  specificity  the  eligibility 
or  not? 

Mr.  Martins.  I  think  what  you  should  do  is  say  that  these  serv- 
ices, these  dollars  need  to  be  spent  on  the  children,  the  aged,  the 
disabled.  And  those  are  the  specific  populations  that  they  are  there 
for  now.  And  I  think  you  should  also  go  a  step  further  and  say  to 
the  extent  possible.  They  should  also  be  used  to  expand  the  unin- 
sured population. 

Chairman  DOMENICI.  OK.  Let  me  take  each  one  and  go  quickly 
through  them.  Let  us  not  take  a  lot  of  time. 

Mr.  BONNYMAN.  The  only  thing  I  would  add  to  that  is  that  the 
consequence  of  the  Federal  Government  not  setting  uniform  stand- 
ards is  something  that  you  heard  from  Ms.  McClaran:  you  will  cre- 
ate distortions  between  the  States.  Just  as  you  have  deadbeat  dads 
moving  from  one  State  to  the  next  because  there  is  not  enough 
Federal  uniformity  in  the  Child  Support  Collection  System,  if  you 
do  not  set  some  minimums  for  medicaid  eligibility  and  scope  of 
service,  the  effect  will  be  to  create  medical  refugees,  as  people  move 
from  State  to  State  in  search  of  medical  assistance.  Such  a  situa- 
tion is  harmful  to  beneficiaries  and  States  alike. 

Chairman  DOMENICI.  OK.  Mr.  Howard? 

Mr.  Howard.  I  believe  we  should  have  certain  categories,  but 
adding  to  that  category  uninsured,  particularly  in  the  health  care. 
The  benefit  package  should  be  standard,  sort  of  a  standard  floor. 
And  payment  should  be  made  to  managed  care  or  private  health 
care  companies  rather  than  providers. 

The  problem  I  see  at  present  is  by  the  Health  Care  Financing 
Administration  and  Government  determines  what  the  price  is  for 
a  given  service  in  committee  or  in  the  Congress.  Generally  what 
happens  next  is  that  the  six  million  of  us  in  the  industry  will  figure 
out  how  to  make  it  work. 

Chairman  DOMENICI.  You  want  us  to  put  the  uninsured  in  our 
definition  and  the  other  categories;  you  want  us  to  write  a  health 
care  program  for  the  country,  and  I  am  not  sure  we  can  do  that 
in  this  budget  issue  when  we  are  handling  medicaid. 

Do  you  have  some  comment? 

Mr.  BoNNYMAN.  I  would  just  add,  Mr.  Chairman,  I  think  what 
TennCare  shows  is  there  is  the  capacity  to  do  that. 

Chairman  DOMENICI.  OK.  The  delivery  system,  I  assume,  you 
would  answer  optional;  is  that  right?  No? 

Mr.  Martin.  I  would  say  that  the  delivery  system  to  some  extent 
should  be  optional,  but  I  believe  in  the  managed  care  system. 
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Chairman  DOMENICI.  Yes,  but  do  we  have  to  tell  every  State  that 
they  are  going  to  use  medicaid  money  for  managed  care  only? 

Mr.  Martin.  I  think  it  should  be  optional. 

Chairman  DOMENICI.  Or  there  should  be  some  flexibility. 

Mr.  BONNYMAN.  I  think  there  is  a  creative  Federal  role  here.  I 
would  make  managed  care  optional.  I  would  not  tell  them  to  do  it. 
The  States  will  get  there  eventually.  But  I  think  technical  assist- 
ance is  really  crucial.  I  cannot  overemphasize  the  fact  that  States 
are  highly  variable  with  regard  to  their  levels  of  technical  com- 
petence and  need  for  Federal  assistance  and  advice. 

Chairman  DOMENICI.  You  agree  with  that,  Doc? 

Mr.  Howard.  I  agree  with  that. 

Chairman  DOMENICI.  OK.  I  think  I  will  skip  the  other  two.  Pay- 
ments, you  all  have  given  us  enough  on  that.  I  think  we  under- 
stand that. 

Let  me  move  on.  Your  open  enrollment  period,  you  have  included 
uninsureds.  You  have  told  us  why  you  have  and  how  much  you 
have  saved.  I  think  in  your  explanation,  Mr.  Martins,  as  to  the 
total  cost  for  this  new  population,  this  new  mix,  how  you  got  to 
that,  I  think  you  did  not  mention  that  you  also  are  assuming  the 
emergency  type  treatment  and  uncompensated  treatment  out  there 
in  the  system  that  somebody  is  paying  for  as  to  the  uninsured. 

Mr.  Martins.  That  is  correct. 

Chairman  DOMENICI.  Somebody,  including  the  Federal  Govern- 
ment, is  paying  for  parts  of  that,  so  that  is  part  of  the  total  pack- 
age? 

Mr.  Martins.  That  is  part  of  the  total  package,  total  health  care 
dollars  in  the  system. 

Chairman  DoMENici.  Which  means  that  is  why  medicaid  can 
cover  so  much  more  because  it  has  got  that  other  resource  too. 

Mr.  Martins.  That,  and  I  think  I  would  be  remiss,  Mr.  Chair- 
man, if  I  did  not  tell  you  that  medicaid  was  a  high  disproportionate 
share  adjustment  state.  And  as  a  result  of  that  we  were  able  to  ex- 
pand into  that  area  as  well. 

Chairman  DOMENICI.  Is  your  enrollment  closed  for  uninsured 
now? 

Mr.  Martins.  It  is  as  of  January  1st,  yes. 

Chairman  Domenici.  What  does  that  really  mean?  Does  that 
mean  you  are  going  to  look  at  it? 

Mr.  Martins.  The  way  we  had — we  were  allowed  a  1-year  open 
enrollment.  That  year  ended  December  31.  Each  year  we  can  have 
a  3-month  open  enrollment  period  thereafter. 

So  we  will  look  at  enrollment  each  year.  If  we  are  able  to  per- 
haps get  some  of  the  funding  flexibility  the  governor  mentioned 
earlier  to  enable  us  to  spend  185  million  that  is  still  on  the  table, 
there  may  be  some  options  there. 

Chairman  Domenici.  OK.  Do  you  have  any  fiirther  questions, 
Senator? 

Senator  Frist.  No,  Mr.  Chairman. 

Chairman  Domenici.  OK.  Thank  you  all  very  much.  Could  we 
take  another  5-minute  recess?  Then  we  will  get  the  next  panel. 

[Recess.] 

Chairman  DOMENICI.  We  have  four  panelists  on  this  panel.  Can 
we  get  started?  Dr.  Warren  McPherson,  are  you  here? 
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Dr.  McPherson.  Yes. 
Chairman  DOMENICI.  Mr.  Cato  Johnson? 
Mr.  Johnson.  Yes. 

Chairman  DOMENICI.  Mr.  Tom  Kinser,  and  Donna  Miller.  OK. 
Let  us  start — how  do  you  want  to  start?  Would  you  like  to  start 
on  this  end.  Doctor? 
Dr.  McPherson.  That  would  be  fine. 
Chairman  DOMENICI.  Go  ahead. 

STATEMENT  OF  DR.  WARREN  McPHERSON,  VICE  PRESIDENT, 
TENNESSEE  MEDICAL  ASSOCIATION  FOR  MIDDLE  TENNESSEE 

Dr.  McPherson.  Mr.  Chairman,  Senator  Frist,  I  appreciate 
being  allowed  to  come  here.  I  come  as  vice  president  of  Tennessee 
Medical  Association,  a  practicing  physician  and  a  United  States  cit- 
izen. I  am  a  neurosurgeon,  and  I  have  been  in  private  practice  in 
Nashville  and  Murfi"eesboro  for  some  22  years.  I  think  I  have  some 
knowledge  of  the  day-to-day  impact  of  the  Federal  Government  in 
the  Health  Care  System. 

I  would  like  to  go  through  some  of  the  problems  that  I  think 
exist,  some  economic  and  common-sense  things  that  occur  to  us 
working  physicians,  and  then  suggest  some  practical  solutions. 

Chairman  DOMENICI.  Great. 

Dr.  McPherson.  I  would  like  to  start  by  discussing  medicare.  It 
is  the  classic  good  news/bad  news  story.  And  it  reminds  me  of  the 
cartoon  by  Pogo  where  he  said,  "I  have  met  the  enemy  and  he  is 
us." 

I  am  sure  you  know  the  statistics  of  medicare  better  than  I  do. 
The  program  has  been  around  for  a  long  time.  I  do  not  think  any- 
one at  the  time  of  its  inception  could  have  predicted  the  increase 
in  the  life  population  in  the  United  States  or  the  medical  tech- 
nology that  has  exploded  in  the  last  28  years. 

If  someone  told  me  when  I  was  a  medical  student  a  young  sur- 
geon named  Bill  Frist  would  almost  routinely  transplant  hearts  in 
this  city,  I  would  have  laughed  out  loud. 

Governor  Lamb,  the  former  governor  of  Colorado,  once  said  in  a 
facetious  manner,  "The  worst  thing  we  ever  did  was  get  people  to 
quit  smoking."  He  said  that  as  a  joke.  But  the  point  is  well  taken. 
People  who  get  carcinoma  of  the  lung  have  a  pleuracotomy  and  die 
very  quickly.  They  do  not  cost  much  money.  Let  us  look  at  an  imag- 
inary patient  today. 

Chairman  DOMENICI.  You  are  quoting  him,  not  yourself  on  that. 

Dr.  McPherson.  Yes,  sir.  The  imaginary  patient  today  has 
stopped  smoking  and  therefore  does  not  develop  carcinoma  of  the 
lung.  He  does  develop  some  angina  and  Dr.  Frist  or  one  of  his  col- 
leagues will  do  a  coronary  artery  bypass.  With  his  chest  pain  gone 
he  wears  out  his  hip  joints  playing  golf  and  has  to  have  a  total  hip 
done. 

He  then  gets  gall  bladder  disease,  and  instead  of  being  in  the 
hospital  for  a  week  he  gets  a  laparoscopic  colicystostomy,  is  up  in 
a  day  or  so,  and  therefore  does  not  have  all  the  post-operative  com- 
plications and  lives  long  enough  to  develop  carcinoma  of  the  pros- 
tate, which  requires  long-term  treatment. 
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No  one  will  argue  that  that  man  has  not  had  a  longer  and  more 
vigorous  life,  but  he  has  cost  the  medical  care  system  a  huge 
amount  of  money. 

Why  is  that  happening?  First,  the  number  of  people  over  65  has 
doubled.  The  inflation  rate  in  this  country  in  the  last  25  years  has 
been  disproportionately  high  in  the  medical  carrier  field.  And  the 
technology  that  exists  now  is  inherently  more  expensive  than  any- 
thing we  ever  thought  of  before. 

I  readily  acknowledge  that  I  am  not  Alan  Greenspan,  but  I  do 
believe  there  are  a  few  principles  in  economics.  The  first  is  the 
consumer  and  the  payer  have  to  be  the  same.  Whenever  they  are 
disjointed  there  is  a  problem. 

Any  of  us  who  have  children  understand  that.  Any  child  with  an 
unlimited  amount  of  money  to  spend  will  spend  an  unlimited 
amount  of  money.  If  you  force  them  to  earn  their  own  spending 
money,  their  buying  patterns  changing  dramatically.  They  are 
much  more  careful  about  spending  the  money  they  have  earned 
than  they  are  about  spending  their  parents'  money. 

Let  me  tell  you  of  an  experience  I  have  had  as  a  physician.  I  had 
a  patient  who  came  in  with  low  back  pain.  We  talked  about  it,  and 
I  advised  him  what  to  do.  He  said  he  wanted  to  come  in  every  day 
to  see  me.  I  told  him  that  was  not  necessary.  He  said  that  the  Gov- 
ernment is  going  to  pay  for  it.  He  had  just  turned  65  and  had  just 
gone  on  medicaid. 

I  explained  it  was  fraudulent  to  do  that.  He  said  he  did  not  care. 
The  Government  is  going  to  pay  for  it.  I  think  he  points  out  that 
in  the  system  it  is  not  just  children  who  spend  money  if  they  have 
unlimited  resources. 

Unfortunately,  as  you  all  know,  there  have  been  presidents  of  the 
United  States,  Senators,  and  Congressmen  who  have  had  that 
same  disease.  Thank  goodness  neither  one  of  you  all  fall  into  that 
category. 

The  other  principle  I  think  has  to  be  in  place  is  that  economic 
incentives  have  to  be  in  the  right  direction. 

Another  doctor  story.  I  once  took  care  of  a  man  with  a  ruptured 
disk  in  his  back.  I  operated  on  him.  He  seemed  to  get  an  excellent 
result  by  all  objective  criteria.  He  complained  bitterly  of  pain.  No 
matter  what  I  did,  he  hurt.  And  I  could  never  get  him  back  to  work 
again. 

He  finally  got  a  full  disability  pension.  I  saw  him  many  years 
later  about  a  different  problem,  and  I  asked  him  about  it.  I  said, 
why?  He  said.  Oh,  you  did  a  great  job.  Doc.  But  I  got  a  dollar  more 
a  month  if  I  was  disabled  than  if  I  worked. 

People  make  good  economic  decisions,  and  we  have  got  to  have 
the  incentives  in  place  to  make  them  do  the  right  thing. 

I  also  believe  in  the  marketplace.  I  am  a  capitalist,  not  a  social- 
ist. The  marketplace  in  medicine  is  changing  rapidly.  There  is  no 
question  that  managed  care  systems  in  California,  Minnesota,  et 
cetera,  have  decreased  the  cost  of  medical  care.  This  process  is 
going  to  continue  because  it  makes  common  sense. 

The  only  thing  that  can  stop  it  is  the  Federal  Government  chang- 
ing the  laws  in  some  way  that  would  ruin  that.  However,  I  think 
the  Federal  Government  can  do  some  things  that  will  enhance  this 
process  and  get  it  into  the  private  system. 
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The  first  is  give  medicare  recipients  a  voucher.  Let  them  pick 
their  own  Health  Care  System.  That  would  put  the  payor  and  the 
consumer  back  together  again.  They  could  pick  a  system  heavy  in 
cardiac  benefits,  orthopedic  benefits.  They  could  pick  a  managed 
care  organization  very  tightly  managed  so  that  they  would  have  to 
put  less  money  into  the  pot  and  get  good  coverage. 

The  huge  advantage  to  the  Federal  Government  is  to  get  rid  of 
the  medicare  bureaucracy.  All  the  rules  and  regulations  dreamed 
up  by  some  well-intentioned  bureaucrat  who  has  no  idea  what  ef- 
fect those  rules  have  on  the  delivery  of  health  care  could  be  elimi- 
nated. Each  competitive  insurance  company  would  take  care  of  its 
own  rules. 

There  probably  also  ought  to  be  some  type  of  means  testing. 
Some  people  have  suggested  anjione  over  a  certain  income  or  net 
worth  should  not  receive  medicare  benefits.  That  may  be  the  way 
to  do  it.  I  am  almost  inclined  to  send  those  people  a  voucher  too, 
but  with  a  note  that  says,  "Some  folks  in  your  income  category 
have  sent  this  back  to  reduce  the  Federal  deficit."  I  will  bet  you 
that  Dr.  Frist's  father  wdhld  do  it  as  a  matter  of  his  civic  obliga- 
tion. 

Chairman  Domenici.  We  have  a  citizen  in  New  Mexico  that  puts 
his  Social  Security — sends  it  back  to  the  Government — no,  he  gives 
it  to  charity  and  puts  an  ad  in  the  paper  and  says  he  would  put 
names  of  others  in  gratis  that  would  join  him,  and  the  list  is  grow- 
ing. 

Dr.  McPherson.  I  would  love  to  tell  you  some  personal  memories 
of  Senator  Frist's  dad  who  sent  me  my  first  surgical  patient.  Young 
surgeons  have  fond  memories  of  senior  internists  who  help  them 
get  started. 

I  understand  now  we  eu*e  not  supposed  to  talk  about  TennCare, 
but  it  is  impossible  for  me  to  let  that  slip  by.  I  listened  to  the  peo- 
ple on  this  panel,  and  I  would  not  have  been  as  reticent  to  point 
out  the  problems  that  have  occurred  in  the  TennCare  Program. 

I  think  that  probably  Mr.  Bonnyman  and  Mr.  Martins'  hearts  are 
in  the  right  place.  I  think  that  they  see  things  in  a  different  way 
than  the  providers  see.  I  at  first  was  not  going  to  say  anything  be- 
cause Governor  Sundquist  gave  such  a  nice  presentation  of  the  pur- 
pose of  a  block  grant. 

The  huge  problem  in  the  TennCare  Progrsun  is  that  the  risk/re- 
ward system  is  not  the  same.  The  State  government  has  no  risk. 
They  are  out  of  the  budget  process.  The  MCOs  do  not  carry  risk. 
They  just  get  10  percent  of  whatever  they  process.  They  have 
transferred  the  risk  to  the  providers. 

But  I  still  think  that  the  block  grant  is  the  best  way  to  go.  If  you 
send  back  to  the  States — let  the  providers,  Mr.  Bonnyman,  Mr. 
Martins,  all  of  us,  sit  down  at  a  table  and  work  out  whatever  our 
differences  may  be.  We  will  take  the  best  care  of  the  patients  in 
Tennessee — they  are  our  neighbors  and  our  fi:iends — and  keep  the 
Federal  Government  out  of  that.  And  that  would  be  my  hope,  that 
an3rthing  you  all  can  do  to  help  that  process  would  be  worthwhile. 

The  other  thing  that  you  can  do  that  will  not  cost  the  Federal 
Government  a  nickel  is  to  support  the  $250,000  cap  on  non-eco- 
nomic damages.  As  you  know,  the  House  has  passed  that.  If  the 
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Senate  would  pass  that  and  the  President  would  sign  it,  it  would 
be  a  huge  benefit. 

I  am  chairman  of  SVMIC,  a  State-owned  medical  malpractice  in- 
surance company.  We  reviewed  a  case  recently  of  very  doubtful 
malpractice.  I  do  not  think  it  was,  but  that  is  debatable.  No  one 
would  argue  the  financial  cost  of  this  problem  is  any  more  than 
$20,000.  Because  of  the  climate  in  our  courts  we  are  considering 
making  an  offer  of  $500,000  in  order  to  avoid  a  multi-million  dollar 
settlement. 

That  money  eventually  comes  fi:*om  patients,  government,  and  in- 
surance companies.  We  all  know  those  costs  are  passed  through. 
Thank  you. 

Chairman  DOMENICI.  Thank  you  very  much.  Doctor. 

[The  prepared  statement  of  Dr.  McPherson  follows:] 
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Thank  you  for  inviting  me  here  this  morning  as  a  representative  of  the  Tennessee 
Medical  Association.    I  am  Doctor  Warren  McPherson.    I  am  a  neurosurgeon  in 
Murfireesboro,  which  is  about  35  miles  southeast  of  Nashville.    I  have  been  in  private 
practice  since  1973. 

You  requested  that  I  bring  a  medical  perspective  to  the  issue  of  improving 
government  medical  programs  and  increasing  the  efficiency  of  their  operation  —  primarily 
Medicare. 

Let  me  briefly  comment,  however,  that  a  great  deal  of  time  and  effort  has  been 
expended  this  year  by  the  TMA  and  otiier  provider  groups,  trying  to  grapple  with  TennCare 
—  our  state's  attempt  to  refonn  Medicaid.    We  have  learned  a  great  deal  firsthand  about 
chaise  in  government  prograsis  in  the  past  1 6  to  1 8  months  and  I  would  be  happy  to 
answer  any  questions  about  my  personal  experience  with  TennCare  at  the  conclusion  of  my 
remarks. 

Thirty  years  ago.  the  Congress  enacted  a  pledge  for  America's  future:  the  Social 
Security  Amendments  of  1965  creating  the  Medicare  program.    The  three  fundamental  and 
explicit  promises  of  this  health  insuraiKe  program  for  the  elderly  and  disabled  were  ( 1 }  that 
govenmient  interference  with  the  provision  of  medical  care  would  be  prohibited,  (2)  that 
patient  choice  of  provider  would  be  guaranteed,  and  (3)  that  the  patient's  option  to  secure 
"protection  against  the  cost  of  any  health  services"  would  be  preserved.    These  three 
gtiarantces  —  autonomy,  choice,  and  individual  responsibility  —  are  the  underlying 
principles  on  which  the  Medicare  system  was  to  be  built  and  upon  which  the  trust  of 
Americans  was  placed. 

Over  time,  these  principles  have  been  grievously  eroded  by  expediency,  by 
inattention,  and  most  of  all  by  repeated  short-sighted  efforts  to  prop  up  a  fundamentally 
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flawed  financing  system.    The  program  began  as  an  open-ended  promise,  not  limited  in 
financial  amount  or  conditioned  on  financial  need.    Make  no  mistake,  the  program  has 
achieved  great  success  in  meeting  its  objective  of  providing  universal  access  to  high  quality 
medical  care  for  elderly  Americans. 

Today's  Medicare  patient  is  generally  healthier,  lives  far  longer,  and  is  more 
productive  than  his  or  her  counterpart  of  thirty  years  ago.    Physicians  are  proud  of  our  key 
role  in  this  record  of  success,  and  our  goal  is  to  build  on  these  achievements. 

Yet  as  all  who  study  the  program  now  know.  Medicare  spending  has  grown  much 
more  rapidly  than  initially  projected,  as  services  and  populations  have  been  added  with  an 
increased  demand  for  the  advances  of  modem  health  care  technology.    The  growing 
financial  burden  of  the  program  has  led  to  increased  taxes  on  working  Americans  and 
provider  payment  reductions  that  threaten  the  access  to  health  care  of  the  very  citizens  the 
program  is  designed  to  benefit.    Clearly,  basic  reform  of  Medicare  is  urgently  needed. 

FACTORS  DRIVING  MEDICARE  GROWTH 

Why  have  we  lost  our  grip  on  Medicare's  growth  and  expenditures?  We  can 
probably  agree  on  the  major  factors  that  have  brought  us  to  this  perilous  point: 
demographics,  new  technology,  and  an  increased  demand  for  a  wide  range  of  health  care 
services.    Underpinning  it  all,  however,  is  a  fundamentally  flawed  financing  system  that  has 
gone  largely  unrecognized  until  the  last  decade. 

*  From  1967  (the  initial  complete  year  of  program  operation)  to  1992,  the  number  of 
enrollees  served  by  the  program  increased  from  19.5  million  to  35.2  million. 

*  From  1967  to  1992,  program  expenses  grew  from  $4.7  billion  to  $135.8  billion. 

*  From  1967  to  1992,  the  number  of  claims  paid  grew  from  $31.5  million  to  $496.5 
million. 

Let  me  expand  on  the  funding  of  Medicare  since  this  is  our  purpose  today.    While 
the  Part  B  Trust  Fund  is  technically  considered  "actuarially  sound,"  this  determination  is 
based  on  the  fact  that  the  Part  B  side  of  this  entitlement  program  is  financed  largely  from 
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general  revenues.    When  Medicare  was  enacted  in  1965.  general  revenues  were  to  have 
covered  50%  of  Part  B  expenses;  yet,  in  1993.  general  revenue  contributions  to  the  Part  B 
trust  fund  amounted  to  about  $41.6  billion,  accounting  for  71.9%  of  total  Part  B  program 
expenses  ($57.8  billion  in  1993).    Premium  payments  accoimted  for  approximately  $14.2 
billion,  or  about  24.6%  of  program  revenue.    Interest  payments  accounted  for  the  remaining 
3.5%  of  fund  revenue. 

In  the  twenty-five  year  period  between  1967  and  1992,  the  program  has  increased  in 
population  by  80.3%  (2.4%  atuiual  growth),  program  expenditures  have  increased  by 
2,767.7%  (14.4%  annual  growth),  and  claims  paid  volume  have  increased  by  1,477.7% 
(11.7%  annual  growth.)  This  growth  trend  is  certain  to  continue  well  into  the  fiitiire  without 
determined  intervention.    Last  September,  the  Congressional  Budget  Office  released  figures 
projecting  that  Medicare  spending  will  increase  from  $195  billion  in  1994  to  $434  billion 
by  2004. 

MEDICARE  TRANSFORMATION 

What  can  be  done  to  maintain  the  quality  of  Medicare  services,  cover  the  patients 
that  need  services,  and  increase  the  financial  efficiency  of  the  system? 

In  short,  a  major  transformation  of  the  Medicare  program  is  required.    This 
transformation  caimot  wait.    Congress  and  the  Administration  should  not  settle  for  further 
short-term  cuts  or  artificial  caps  on  Medicare  expenditures  in  the  name  of  political 
expediency.    The  Medicare  program  urgently  requires  serious,  lasting  change  if  its  promise 
is  to  be  preserved  for  ciirrcnt  and  future  generatioQS  of  Americans. 

In  light  of  what  is  known  about  the  program's  structural  flaws  and  its  dismal 
prospects  if  basic  reforms  are  not  made,  the  TMA  and  AMA  believe  that  efforts  to 
formulate  long-term  reform  must  adhere  to  five  basic  principles: 

Beneficiary  cost-conscioasness  must  be  encouraged.    Medicare  has  deductibles  and 
co-insurance  provisions  to  encourage  cost-coo9cio\isness.     However.  70%  of  beneficiaries 
insulate  themselves  from  these  provisions  by  purchasing  private  supplementary  coverage 
("Medigap")  policies  which  transform  Medicare  into  first-doUar  coverage. 

Price  coropctitioa  among  providers  must  be  facilitated  to  increase  economic 
efficiency.    Medicare  payments  to  physicians  and  providers  are  determined  in  a  way  that 
provides  little  incentive  for  price  competition.    Without  price  competition,  bcneflciaries 
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have  no  incentive  to  be  price-conscious  in  choosing  among  providers. 

Mechanisms  that  allow  beneficiaries  to  participate  knowlcdgeably  in  their  own 
health  decisions  on  the  basis  of  service,  quality,  and  price  should  be  used  in  the  program. 

Intergenerational  inequity  in  financing  must  be  reduced.      Medicare  is  funded  by 
pay-as-you-go  fmancing:  current  workers  support  the  medical  expenses  of  current 
beneficiaries.    Not  only  are  the  elderly  better  off  financially  as  a  group  than  the  working 
population,  but  the  number  of  workers  supporting  each  beneficiary  will  begin  falling  rapidly 
from  four  at  the  present  time  to  two  in  the  middle  of  the  next  century. 

Incentives  should  be  created  for  more  people  to  work  towards  becoming  financially 
independent  of  Medicare  during  retirement    Tax  incentives  to  build  Medical  Savings 
Accounts  (MSAs).  tax-free  accounts  dedicated  to  medical  expenses,  including  nursing  home 
and  long  term  care  expenses,  should  be  enacted.    Another  idea  is  to  offer  vouchers  to 
beneficiaries  to  supplement  their  purchase  of  private  insurance,  which  may  be  more 
desirable  to  some  individuals  than  Medicare  coverage. 

Reduce  regulatory  and  administrative  complexity.    It  has  been  estimated  that 
physicians  now  spend  over  25  %  of  their  time  processing  paperwork  and  complying  with 
the  technical  requirements  of  an  unending  blizzard  of  Medicare  regulations.     This  time 
could  be  better  spent  treating  patients.    Furthermore,  it  is  one  of  several  factors  (including 
low  rates  of  payment)  that  discourages  physicians  from  seeing  Medicare  patients. 

These  five  basic  principles  should  guide  the  design  of  any  approach  to  reforming 
Medicare  and  help  reduce  the  dependency  of  future  generations  on  subsidized  govemmeat 
medical  caxe. 

To  recap,  if  Congress  is  seeking  to  nuke  adjustments  to  the  current  Medicare 
program  and  keep  it  basically  as  is,  the  medical  community  asks  that  you  consider: 

*  Reducing  the  regulatory  and  administrative  complexity 

*  Lessening  the  impact  of  Medigap  policies  on  utilization  increases 

•  Reforming  fee  setting  procedures  to  stimulate  price  competition  and  economic 
cfOciency 

•  Applying  a  means- test  for  beneficiaries  to  eliminate  unjust  intergenerational  ixKquity 

My  comments  this  morning  have  focused  on  suggestions  for  changing  our  present 
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Medicare  program,  but,  as  I  am  sxirc  you  are  aware,  there  ore  quite  a  few  ideas  circulating 
for  what  else  can  we  do  in  place  of  Medicare,  such  as: 

*  Vouchers  for  private  insurance 

*  Medical  Savings  Accounts  or  MSAs  to  encourage  financial  independence  in 
retirement  and  "prefunding"  of  medical  expenses 

*  Increasing  choices  of  Medicare  products  to  include  a  variety  of  coverage  options, 
including  a  "catastrophic"  package,  and 

*  Revision  of  the  eligibility  age  of  65 

Thank  you  again  for  this  opportiinity  to  comment  and  present  Che  views  of 
physicians  on  the  future  of  Medicare. 

Chairman  DOMENICI.  Please  proceed. 

STATEMENT  OF  TOM  KINSER,  CHIEF  EXECUTIVE  OFFICER, 
BLUE  CROSS  BLUE  SHIELD  OF  TENNESSEE 

Mr.  KiNSER.  Thank  you.  I  am  pleased  to  be  here  today.  I  under- 
stand the  specific  issue  you  wanted  to  discuss  was  why  no  managed 
medicare  in  Tennessee.  So  I  prepared  some  remarks  on  that,  and 
I  will  refer  to  TennCare  and  a  few  other  things  that  have  come  up 
in  the  course  of  that. 

I  think  it  is  very  important  to  understand,  to  emphasize  what 
you  already  know.  Managed  care  has  moved  at  different  rates  of 
speed  in  different  parts  of  the  country — a  lot  in  Minnesota,  Califor- 
nia and  Florida;  and  less  in  other  places.  And  I  think  until  recently 
there  was  very  little  managed  care  of  any  substantial  variety  in  the 
State  of  Tennessee,  and  I  think  that  is  a  reflection  on  the  larger 
problem. 

What  I  think  I  want  to  emphasize  is  the  rate  of  change  in  the 
movement  of  managed  care  in  Tennessee  and  around  the  country 
is  proceeding  at  what  I  regard  as  an  absolutely  astounding  rate. 

In  1987  there  were  29  million  people  in  the  United  States  in 
HMOs.  The  estimate  is  at  the  end  of  1994  that  is  at  50  million.  Ev- 
erything I  see  in  Tennessee  and  around  the  country,  I  expect  enor- 
mous growth  in  the  movement  from  traditional  insurance  to  soft 
managed  care  to  hard  managed  care  over  the  next  few  years. 

It  is  happening  in  Tennessee.  Why?  TennCare,  I  think,  is  the 
first,  most  dramatic  change.  Blue  Cross  Blue  Shield  of  Tennessee 
has  about  half  of  the  TennCare  enrollment.  We  went  from  zero 
medicaid  enrollees  to  600,000  in  1  year.  Someone  asked  before,  peo- 
ple in  the  MCOs  are  suffering?  Gentlemen,  I  am  suffering.  That  is 
an  enormous  rate  of  change.  And  we  had  to  gear  up  our  400  em- 
ployees, put  a  building  in  place,  and  do  a  number  of  things  and  all 
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of  that  in  the  course  of  the  program  getting  a  good  deal  of  news 
attention. 

TennCare,  I  think,  has  been  a  wake-up  call  to  all  of  us  in  Ten- 
nessee and  providers  in  Tennessee  about  a  new  health  care  world 
is  emerging.  At  Blue  Cross  Blue  Shield,  and  I  think  a  lot  of  hos- 
pitals and  doctors,  we  did  insurance  in  a  certain  way  for  50  years. 
Any  hospital,  any  doctor,  any  price,  that  was  the  set  of  values  that 
drove  it. 

It  is  a  wonderful  system,  and  that  is  the  way  it  ought  to  be,  ex- 
cept you  cannot  afford  it.  That  is  what  led  to  the  double  digit  infla- 
tion that  went  on  and  on  and  on.  And  now  you  are  seeing,  I  think 
especially  with  the  collapse  of  Federal  health  reform — inadvert- 
ently I  think  it  had  a  major  effect  on  cutting  loose  the  private  mar- 
ket forces.  And  that  is  going  on  at  an  enormous  rate  all  over  the 
country. 

And  we  see,  literally  daily,  an  enormous  change  in  what  provid- 
ers, carriers,  and  others  think  about.  So  I  think  that  has  been  very 
helpful. 

Another  important  thing  happened  in  Tennessee  just  a  few 
months  ago.  Providence,  a  competitor  of  ours,  a  major  Chattanooga, 
TN,  company  with  a  lot  of  health  insurance  in  the  Southeast,  sold 
its  whole  block  of  insurance  to  Health  Source,  a  New  England 
HMO. 

So  there  is  another  example  of  the  movement  from  traditional  to 
much  more  managed  care. 

Another  important  factor,  I  think,  is  just  the  nature  of  Nashville 
as  the  center  of  the  activity  in  health  care.  HCA  4s  moving  its 
headquarters.  And  in  the  paper  today,  another  company  is  moving 
its  hospital  operations  to  Nashville. 

But  a  tremendous  source  of  innovation  and  change.  I  think  most 
of  us  in  the  nonprofit  sector  would  admit  it  has  caused  a  lot  of  in- 
novation to  happen  in  other  ways. 

So  I  think  those  things — I  think  the  most  important  thing  hap- 
pening in  health  care  today  does  not  get  enough  attention.  We  look 
at  our  Blue  Cross  Blue  Shield  customers  of  Tennessee,  and  we 
have  about  a  30  percent  market  share.  Almost  half  of  those  em- 
ployees that  we  enroll  are  environments  in  their  business  which 
they  are  given  a  choice  between  traditional  coverage,  PPO  cov- 
erage, HMO  coverage.  And  the  consequences  of  their  choice  has 
some  economic  impact  on  their  wallet. 

And  as  the  doctor  said,  they  make  good  choices.  They  make  ra- 
tional decisions  based  on  their  needs.  I  think  those  market  sources 
will  drive  us  and  doctors  and  hospitals  into  a  much  more  rational 
system  over  the  next  couple  of  years.  And  it  is,  frankly,  an  im- 
mense amount  of  change  for  organizations  like  ours. 

Very  importantly,  most  of  the  information  where  studies  have 
been  done  of  HMOs  in  managed  care  settings  shows  subscribers 
are  satisfied,  and  there  is  almost  every  month  an  article  in  the  lit- 
erature of  some  sort  of  aspect  of  medical  care  quality  in  HMOs,  and 
they  are  showing  quality  is  at  least  as  good  in  well-run  HMOs. 

I  think  medicare  has  been  a  fine  program  in  the  United  States 
since  1965.  It  served  very  well.  Blue  Cross  Blue  Shield  plans  across 
the  country  have  participated  in  medicare  as  claims  processors.  But 
I  think  clearly  it  is  a  time  for  change,  medicare  has  got  to  be 
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rethought  in  the  modern  environment,  and  I  think  the  model  that 
was  put  in  place  30  years  ago  just  is  not  adequate  for  what  is  going 
on  right  now. 

The  Government  needs  to  step  in  here,  look  at  medicare,  and 
make  it  much  more  easy  and  possible  for  HMOs  and  managed  care 
organizations  to  take  the  risk  of  going  in  there,  to  lower  the  days 
of  hospital  care,  provide  medicare  beneficiaries  with  information, 
and  be  able  to  make  choices. 

There  are  signs  already.  The  days  per  thousand  in  medicare 
HMOs  are  going  down  from  2,400  to  1,200  with  satisfaction  staying 
very  high.  I  think  there  is  no  question  that  a  move,  a  carefully 
done — and  I  hope — the  only  issue  of  TennCare,  I  think  it  happened 
very  rapidly,  immense  change.  I  do  not  think  that  is  the  way  to  do 
it  if  we  have  the  luxury. 

Medicare  ought  to  have  a  plan,  a  public,  private  partnership. 
There  ought  to  be  some  flexibility  out  of  the  folks  in  Baltimore, 
some  understanding  that  States  and  local  markets  and  provider 
characteristics  are  different,  and  develop  some  long-term  contracts 
with  companies  with  doctors  and  hospitals  committed  to  excellent 
quality. 

I  think  that  can  have  an  immense  impact  on  the  rate  of  increase 
in  medicare  costs. 

One  last  comment,  there  is  a  model  that  makes  this  clear.  The 
Federal  Employee  Program  is  a  choice  model.  The  rate  of  increase 
in  Blue  Cross  costs  in  the  Federal  Employee  Program  where  we 
compete  has  been  5  percent  for  the  last  5  years.  The  rate  of  in- 
crease in  medicare  has  been  9  percent. 

As  you  know,  you  take  the  percentage  of  those  billions  and  pretty 
soon  it  amounts  to  real  money,  as  they  say. 

Pleased  to  be  here  today.  Blue  Cross  Blue  Shield  is  looking  very 
hard  in  Tennessee  at  how  we  look  at  medicare,  managed  care  and 
Blue  Cross  Blue  Shield;  nationally,  is  looking  to  see  if  there  are 
ways  individual  plans  cein  get  together  and  provide  a  nationwide 
product. 

I  think  this  is  a  very  important  development.  I  encourage  you  to 
be  helpful  in  having  it  move  more  quickly. 

Chairman  DOMENICI.  Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Kinser  follows:] 
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Mr.  Chairman,  I'm  Tom  Klnser,  CEO  of  Blue  Cross  Blue  Shield  of 
Tennessee.   I'm  pleased  to  have  the  opportunity  of  providing  you 
and  the  Senate  Budget  Comoittee  with  my  comments  about  Medicare 
Risk  contracting  possibilities  in  Tennessee. 

From  our  perspective.  Medicare  Risk  contracting  is  about  giving 
Medicare  beneficiaries  a  choice  of  staying  in  the  old  fee  for 
service  Medicare  system  that  exist  today  or,  electing  to  become  a 
participant  in  a  health  maintenance  organization  that  will  provide 
for  their  health  care  in  a  more  coordinated  fashion.   Unlike 
regular  Medicare,  health  maintenance  organizations  participating 
in  Medicare  must  cover  preventive  care  and  provide  counseling 
services  that  are  not  readily  available  to  non  HMO  participants. 
Medicare  participating  HMOs  are  paid  by  the  Health  Care  Financing 
Administration  on  a  capitation  basis  to  provide  for  all  of  the 
health  care  services  of  each  Medicare  beneficiary  that  elects  to 
become  a  HMO  member  without  regard  to  the  volume  of  services  used. 
In  other  %rards,  instead  of  paying  health  care  providers  directly 
for  health  care  services  provided  to  the  Medicare  participants,  a 
single  payment  goes  to  the  HMO  that  must  then  provide  for  all 
needed  health  care  services. 

Blue  Cross  Blue  Shield  of  Tennessee  is  not  currently  a  Medicare 
SMO  but  looked  into  Medicare  Risk  contracting  beginning  in  1988 
primarily  from  a  preferred  provider  managed  care  organization 
standpoint  because  of  the  low  market  penetration  of  our  HMO  at 
that  time.  Our  conclusion  after  some  study  was  that  the  available 


784 
except  for  Medicare,  are  enrolled  in  some  form  of  managed  care 
today  in  Tennessee. 

I  would  offer  some  specific  conments  about  the  Medicare 
contracting  process  that  may  require  congressional  action  to 
stimulate  the  movement  of  the  Medicare  population  into  managed 
care  plans  in  Tennessee  and  elsewhere.  First /  there  is  a  need  to 
design  government  regulations  related  to  Medicare  private  coverage 
to  encourage  private  participation.  We  have  heard  the  Health  Care 
Financing  Administration  is  considering  requiring  a  self  referral 
option  that  lets  Medicare  HMO  participants  self  refer  themselves 
out  of  the  HMO  network  and  potentially  away  from  their  source  of 
primary  care.  To  work  properly,  health  care  must  be  delivered 
with  a  high  level  of  continuity  and  coordination  to  maintain 
quality  and  follow  through.   If  BCFA  does  decide  to  implement  a 
self  referral  option  regulation,  soste  HMOs  will  be  discouraged 
from  participation  in  Medicare  because  of  the  lack  of  control  of 
costs  and  utilization  which  are  key  to  the  success  of  financially 
solvent  HMOs.  To  encourage  participation  in  Medicare  private 
contracting,  federal  regulations  must  enhance  the  operation  of  the 
private  system  and  not  increase  administrative  overhead  and 
promote  loss  of  continuity  of  care.  There  needs  to  be  a 
partnership  between  HCFA,  the  Medicare  beneficiary  and  the 
contracting  managed  care  organisation  to  achieve  the  desired 
results.  The  104th  Congress  is  to  be  commended  for  its 
sensitivity  to  the  impact  of  federal  regulations  on  businesses  of 
all  sizes. 
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Mr.  Chairman,  in  summary,  I  would  say  you  can  expect  to  see  a 
great  deal  of  interest  in  Tennessee  and  elsewhere  in  the  future  in 
moving  the  Medicare  program  into  private  managed  care.   My 
company.  Blue  Cross  Blue  Shield  of  Tennessee,  is  very  interested 
and  we  look  forward  to  future  opportunities  to  provide  more 
specific  input  in  the  process  of  enhancing  the  contracting 
environment  in  Medicare. 

Chairman  DOMENICI.  Please  proceed. 

STATEMENT  OF  CATO  JOHNSON,  SENIOR  VICE  PRESIDENT, 
METHODIST  HEALTH  SYSTEMS 

Mr.  Johnson.  Thank  you,  Mr.  Chairman,  members  of  the  press. 

I  am  Cato  Johnson,  senior  vice  president  of  Methodist  Health  Sys- 
tems, which  is  a  multi-hospital  system,  in  three  States.  I  admit  to 
having  a  first  name  that  has  received  far  too  much  publicity  in  the 
last  several  weeks. 

Mr.  Chairman,  thinking  about  looking  at  the  private  sector  role 
in  medicare  I  am  reminded  what  Moses  said  in  the  Old  Testament 
when  the  children  of  Israel  were  leaving  the  land  of  bondage.  They 
were  singing  a  song.  He  turned  to  them,  "What  are  you  singing?" 
They  said,  "We  are  singing  a  song  we  sang  when  we  were  in  bond- 
age." He  said,  "You  cannot  do  that  anymore.  You  are  leaving  this 
land  and  going  to  the  new  promise  land." 

There  is  a  parallel  that  if  we  are  going  to  turn  around  the  Medi- 
care Program  we  cannot  continue  to  sing  the  same  old  song.  What 
Moses  would  say  is  we  need  a  new  paracMgm.  It  is  that  simple. 

The  reason  we  really  need  to  look  at  changing  the  Medicare  Pro- 
gram, we  simply  have  a  program  in  bad  shape  and  getting  in  worse 
shape.  The  CBO  estimates  that  medicare  will  spend  $176  billion, 

II  percent  of  total  spending,  medicare  is  expected  to  grow  about 
10.2  percent  per  year  from  1995  to  the  year  2000. 

We  couple  that  with  the  fact  the  Medicare  Hospital  and  Trust 
Fund  will  be  depleted  by  the  year  2001.  The  fact  that  all  of  the  tra- 
ditional ways  we  have  cut  medicare,  by  the  payments  cut,  in- 
creased our  premiums,  went  to  more  cost-sharing,  those  things 
have  simply  not  worked. 

The  reason  they  have  not  worked  is  based  upon  the  fact  that  in 
1965  the  legislative  intent  of  medicare  was  to  have  a  program  that 
mirrored  the  private  sector.  The  problem  is  it  does  not  mirror  the 
private  sector  anymore.  When  you  look  at  the  fact  that  the  private 
health  system  has  changed,  medicare  has  not  changed,  that  man- 
aged care  arrangements  now  cover  63  percent  of  private  insured 
employees,  growing  about  20  percent  within  the  last  year,  medicare 
has  simply  not  kept  up. 

The  fact  that  managed  care  penetration  level  is  six  times  that  of 
medicare  managed  care  with  10  percent  of  that  being  9  percent 
medicare,  HMO  and  1  percent  Medigap,  a  supplemental  insurance 
program,  the  Medicare  Program  continues  to  fall  far  behind  politi- 
cally, programmatically  and  financially. 
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What  are  some  of  the  things  we  really  need  to  look  at  if  we  are 
going  to  tackle  this?  One,  I  think  we  need  to  understand  that  the 
Medicare  Program  needs  to  be  restructured  so  the  program  is  able 
to  take  advantage  of  the  competitive  revolution  taking  place  in  the 
private  market.  A  reformed  Medicare  Program  should  provide 
beneficiaries  a  greater  choice  of  health  plans,  including  managed 
care  arrangements,  along  with  incentives  to  join  plans  that  are  best 
able  to  deliver  quality  benefits  at  competitive  prices. 

In  other  words,  we  need  to  take  advantage  of  the  competitive 
marketplace  that  the  private  sector  is  taking  advantage  of. 

If  you  look  at  the  latest  report  issued  by  Foster  and  Higgins,  it 
said  that  looking  in  several  different  corporations,  the  average  em- 
ployee costs  for  HMO  coverage  had  come  down  15  percent.  When 
they  added  HMOs  and  point  of  service,  another  arrangement  that 
went  along  with  HMO,  it  came  down  8  percent.  Add  PPO,  it  came 
down  6  percent,  which  says  basically  these  managed  care  arrange- 
ments tend  to  work. 

I  think  there  are  four  areas  we  should  focus  on  as  we  look  at  a 
type  of  restructure:  One,  health  plan  design.  I  think  HCFA  should 
look  at  health  plan  design,  how  are  they  designed  and  how  can 
they  be  more  competitive? 

Retiree  health  plans.  Retirees  should  be  able  to  still  be  within 
the  employer's  health  plan  and  medicare  making  payments  based 
upon  standards  that  medicare  has  set.  Payment  policies,  and  then 
market  competition. 

I  will  answer  any  questions.  I  appreciate  the  ability  to  be  here 
today.  Thank  you. 

Chairman  DOMENICI.  Thank  you. 

[The  prepared  statement  of  Mr.  Johnson  follows:] 
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FIRST  OP  ALL,  I  WANT  TO  THANX  YOU  FOR  INVITING  ME  TO  TtbTIFY 
BEFORE  THIS  COMMITTEE  ON  THE  IMPORTANT  MATTF.R  OF  REFORMING  PUBLIC 
PROGRAMS  TO  CONSERVE  FUNDS  AND  IMPROVE  GOVERNMENT  SERVICES. 

I  WILL  BEGIN  BY  SAYING  THAT  MEDICARE  AND  MEDICAID  COSTS  ARE 
INDEED  TROUBLESOME  FOR  US  ALL.  IN  FACT,  THE  COST  OF  ALL  HEALTH 
CARE  HAS  BEEN  INCREASING  AND  IS  EXPECTED  TO  REPRRSRNT  15  PERCE>fr  OF 
THE  GROSS  NATIONAL  PRODUCT  BY  THE  YEAR  2000.  AS  RECENTLY  AS  1980, 
IT  WAS  CLOSE  TO  9  PERCENT. 

MEDICARE  SPENDING  WILL  PROBABLY  TOP  176  BILLION  IN  199  5  AND 
MAX  GROW  BY  AS  MUCH  AS  10  PERCENT  PER  YEAR  THROUGH  THE  YEAR  2000. 
SOME  OF  THIS  IS  EXPECTED  SINCE  THE  MEDICARE  POPULATION  IS  GROWING 
FASTER  THAN  ANY  OTHER  POPULATION  SEGMENT  AND  IS  EXPECTED  TO  PEAK  IN 
THE  YEAR  2015  AS  THE  BABY  BOOMERS  REACH  AGE  65. 

THt  PRIVATE  HEALTH  SYSTEM  HAS  CHANGED  TREMFKDOUSLY  AND 
\  MEDICARE  HAS  NOT  KEPT  UP  TO  DATE.  MANAGED  CARE  ARRANGEMENTS  NOW 
COVER  A  SIGNIFICANT  PORTION  OP  PRIVATELY  INSURED  EMPLOYED 
INDIVIDUALS  --  GROWING  NEARLY  20  PERCENT  IN  JUST  THE  LAST  YEAR. 
THAT  MANAGED  CARE  PENETRATION  LEVEL  IS  ABOUT  SIX  TIMES  MFniCARE'S 
MANAGED  CARE  ENROLLMENT  OF  10  PERCENT  (ABOUT  9  PERCENT 
IN  MEDICARE  HMOa  AMD  MANAGED  CARE  PLANS  AND  ABOUT  1  PERCENT  IN 
MEDICARE  SELECT. . ,A  MEDIGAP  PPO) . 

MEDICARE  MUST  PROVIDE  BENEFICIARIES  THE  TYPES  OF  CHOICES  OF 
MANAGED  CARE  AND  OTHER  ARRANGEMENTS  THAT  NOW  ARE  BECOMING  THE 
DOMINANT  FORM  OF  BENEFITS  IN  THE  PRIVATE  SECTOR. 
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THE  APPROACH i  THE  MEDICARE  PROGRAM  SHOULD  BE  RESTRUCTURED  SO 
THAT  THE  PROGRAM  IS  ABLE  TO  TAKE  ADVANTAGE  OF  THE  COMPETITIVE 
REVOLUTION  TAKING  PLACE  IM  THE  PRIVATE  HFAT.TH  CARE  MARKET.  A 
REFORMED  MEDICARE  PROGRAM  SHOULD  PROVIDE  BEKEFICIARIES  A  GREATER 
CHOICE  OF  HEALTH  PLANS,  INCLUDING  MANAGED  CARE  ABRANGEMENTS ,  ALONG 
WITH  INCENTIVES  TO  JOIN  THE  PLANS  THAT  ARE  BEST  ABLE  TO  DELIVER 
QUALITY  BENEFITS  AT  A  COMPETITIVE  PRICE. 

MEDICARE  SHOULD  BEGIN  TO  EXPAND  THE  DEFINITION  OF  HEALTH  PLANS 
QUALIFIED  TO  PARTICIPATE  ON  A  RISK-BASIS  IN  THE  MEDICARE  PROGRAM 
BEYOND  THE  TRADITIONAL  HEALTH  MAINTENANCE  ORGANIZATION  (HMO)  AND 
COMPETITIVE  MEDICAL  PLANS  (CMPs)  THAT  TODAY  ARR  AVAILABLE  TO 
BENEFICIARIES :  ADDITIONAL  ENTITIES  WOULD  INCLUDE  MANAGED  CARE  PLANS 
SUCH  AS  WELL-DEFINED  "POINT  OF  SERVICE"  (POS)  AND  "PREFERRED 
PROVIDER  ORGANIZATION"  (PPO)  PRODUCTS;  INTEGRATED  SERVICE  DELIVEKlf 
PLANS  THAT  INCLUDE  PHYSICIANS,  HOSPITALS  AND  OTHER  SERVICES 
REQUIRED  TO  SERVE  BENEFICIARIES  AMD  HAVE  THE  CAPACITY  TO  SERVE  THE 
MEDICARE  POPULATION  ON  A  CAPITATED  BASIS.  CLEARLY,  THESE  WOULD  BE 
SUBJECT  TO  MEETING  APPROPRIATE  STANDARDS. 

MEDICARE  SHOULD  BE  ASSESSING  THE  FEASIBILITY  OF  RF.TIRED 
WORKERS  HAVING  THE  OPTION  TO  REMAIN  IN  THEIR  EMPLOYER'S  RETIREE 
HEALTH  PLAN  SO  LONG  AS  THAT  PLAN  MEETS  STANDARDS  SET  BY  MEDICARE 
WITH  MEDICARE  MAKING  ITS  DEFINED  CONTRIBUTION  TO  THE  EMPLOYER  MUCH 
AS  IT  WOULD  IF  THE  INDIVIDUAL  ENROLLED  IW  A  TRADITrONAL  QUALIFIED 
HEALTH  PLAN. 

MEDICARE  SHOULD  BE  REQUIRED  TO  WORK  WII^  EMPLOYERS  AND  HEALTH 
PLAN  COMMUNITIES  TO  DEVELOP  STANDARDS  FOR  SUCH  ARRANGEMENTS  AND 
METHODOLOGIES  FOR  MAKING  PAYMLNTS  TO  SUCH  PLANS. 
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MEDICARE  SHOULD  A6SBS6  THE  POSSIBILITY  OF  ESTABT.TSHTNR 
STANDARD  PAYMENTS  FOR  COVERAGE  OF  THE  MEDICARE  BENEFIT  PACKAGE 
BASED  ON  PREMIUM  COMPETITION  IN  LOCAL  MARKETS. 

MEDICARE  NEEDS  TO  BEGIN  TO  FUND  DEMONSTRATIONS  ON  HOW  TO 
DEVELOP  AND  MOVE  TO  A  MARKBT-BASBD  HOOCL  AND  TEST  THE  VARIOUS 
APPROACHES  THAT  MIGHT  BE  ENVISIONED.  ALTHOUGH  A  MARKET-BASED  MODEL 
HAS  BEEN  DEBATED,  POLICY  MAKERS  NEED  REAL -WORLD  EXPERIENCE  WITH  THE 
SYSTEM. 

I  BELIEVE  THAT  MANAGED  CARE,  INTEGRATION  AND  CAPITATION  ARE 
PART  OF  THE  ANSWER  TO  REDUCING  HEALTH  CmZ   COSTS  --  MEDICARE  AND 
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MEDICAID  INCLUDED  --  WHILE  ACTUALLY  IMPROVING  THE  QUALITY  SERVICE. 
BUT  LET  ME  BE  CLEAR  THAT  IT  IS  A  COMPLeJc  SOLUTION.  NO  DOUBT  IT 
WILL  REQUIRE  A  TRANSITION.  NEITHER  THE  rJEDERAL  GOVERNMENT  NOR  THE 
STATE  SHOULD  JUMP  BOLDLY  INTO  UNTRIED  PROGRAMS  --  THERE  IS  TOO  MUCH 

AT  RISK.   THERE  ARE  MODELS  IN  THE  PRIvAtE  SECTOR  TO  LOOK  AT  AND 

II 
THERE  IS  NO  REASON  WHY  GOVERNMENT  FUNDED  SERVICES  SHOULD  NOT  BE 

il 
ABLE  TO  ESTAaLiSH  THE  SAME  KINDS  OF  PLAKS  THAT  ARE  BECOMING  MOR« 

I 
PREDOMINANT  IN  THE  HEALTH  CARE  INDUSTRY. 


NOW  I  WILL  BE  HAPPY  TO  TAKE  QUESTIONS  PROM  THE  PANEL. 

Chairman  DoMENici.  Ms.  Miller? 

STATEMENT  OF  DONNA  MILLER,  Ph.D.,  TRI-CITIES  HEALTH 

ALLIANCE 

Dr.  Miller.  Thank  you.  I  am  Donna  Miller,  president  and  chief 
executive  officer  of  the  Tri-Cities  Health  AlUance  which  is  a  busi- 
ness coalition  consisting  of  about  50  current  businesses  represent- 
ing 66,000  covered  lives.  I  had  a  similar  position  with  the  Memphis 
Business  Group  on  Health  for  a  number  of  years. 

I  am  here  today  to  share  with  you  some  of  the  results  of  what 
private  businesses  have  done  to  contain  their  health  care  costs 
vnthout  sacrificing  access  to  high  quality  care. 

These  same  programs  can  be  and  are  effective  with  medicare  re- 
cipients, even  though  currently  we  have  only  about  7  percent  of 
medicare  recipients  in  these  types  of  programs. 

According  to  the  Foster  Higgins  survey  that  Cato  just  referred  to, 
the  health  care  costs  between  1993  and  1994  for  private  businesses 
went  down  1.1  percent.  That  was  no  surprise  for  me.  In  Memphis, 
at  the  end  of  1993  we  saw  a  2.4  percent  decrease  in  the  average 
cost  per  employee.  When  you  move  that  forward  in  terms  of  sav- 


790 

ings — I  will  address  that  in  a  few  seconds — it  was  tremendous  in 
terms  of  the  economic  impact  on  the  Memphis  employers. 

I  have  very  little  to  share  with  you  about  what  we  are  doing  in 
Tri-Cities  as  I  have  only  been  there  since  July  of  1994.  My  chal- 
lenge of  going  there  was  to  move  from  a  large  metropolitan  city, 
where  we  knew  that  business  coalitions  could  work,  to  a  non-met- 
ropolitan area  that  covers  some  rural  areas  and  to  see  if  these 
same  types  of  programs  could  work  in  that  area. 

While  we  are  new,  we  have  implemented  a  Pharmaceutical  Man- 
aged Care  Program.  We  have  already  announced  and  are  imple- 
menting a  capitated  EAP,  a  Psychiatric  Substance  Abuse  Program. 
Within  the  next  week  or  two  we  will  be  announcing  an  aggressive 
plan  to  move  large  numbers  of  employees  in  East  Tennessee  into 
Managed  Care  Programs  such  as  point  of  service  or  HMO. 

By  the  way,  HMO  managed  care  penetration  there  is  currently 
very  low.  So  with  the  plan  we  have,  we  think  we  will  be  seeing 
some  very  fairly  dramatic  results. 

In  the  interest  of  time  I  will  not  go  over  the  savings  data  that 
I  provided  in  your  written  testimony.  ^  I  will  tell  you  that  we  saw 
dramatic  decreases  in  utilization  and  dramatic  decreases  in  costs. 

During  that  time  national  health  care  cost  increases  averaged 
14.6  percent  per  year.  The  regional  for  the  Memphis  region  aver- 
aged 14.6  percent  per  year.  The  Memphis  Business  Group  on 
Health  members  only  experienced  a  6  percent  increase.  Their  base- 
line data  was  almost  identical  to  the  national  average  when  their 
programs  were  implemented. 

We  updated  our  data  at  the  end  of  1993.  Had  those  participating 
businesses  kept  the  same  rate  of  inflation,  relative  to  the  national 
increase  that  were  seen  between  1987  and  1993,  they  would  have 
spent  $43.3  million  more  on  health  care  costs  in  1993. 

So  if  you  factor  that  forward  and  look  at  the  number  of  medicare 
recipients  and  look  at  the  potential  savings,  it  is  quite  dramatic. 

I  would  be  remiss  if  I  do  not  take  a  half  a  second  to  say  there 
still  is  a  lot  of  cost  shifting  to  the  private  sector.  We  would  have 
had  even  more  dramatic  results  in  our  cost  containment  efforts.  I 
just  finished  a  survey  of  what  we  are  pa3dng  in  East  Tennessee  rel- 
ative to  medicare  RBRVS  for  physicians. 

In  the  past  year  the  private  sector  paid  for  all  procedure  codes 
RBRVS  plus  220  percent.  That  ranges  from  RBRVS  plus  42  percent 
for  primary  care  codes  to  RBRVS  plus  461  percent  for  some  non- 
surgical codes. 

I  implore  you,  as  you  move  into  private  care  approaches,  please 
have  appropriate  reimbursement  to  cover  the  services. 

And  last,  I  would  like  to  talk  about  quality.  We  monitored  qual- 
ity of  care  for  10  years  in  Memphis  and  have  already  started  in 
East  Tennessee.  It  is  imperative  to  evaluate  the  impact  of  manage 
care  on  quality.  I  am  convinced  that  quality  improves  with  good 
managed  care.  We  implemented  quality  committees  to  address  is- 
sues and  concerns.  We  saw  not  only  improved  outcomes  in  the  de- 
livery of  care,  but  we  also  saw  increased  benefit  coverage. 

A  lot  of  employers  in  business  alliances  increase  the  benefits  as 
an  incentive  for  employees  to  use  the  network.  Instead  of  the  em- 

» See  p.  792. 
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ployee  paying  20  percent  co-payment  they  currently  pay  10  percent 
if  they  use  the  networks.  We  also  have  seen  benefits  added  for  pre- 
vention and  health  promotion. 

I  think  if  correctly  implemented,  managed  care  is  not  a  negative 
solution  to  a  bad  problem.  I  think  it  is  a  very  positive  solution  and 
is  growing  and  will  continue  to  grow  over  a  period  of  time.  Thank 
you. 

Chairman  DOMENICI.  Thank  you. 

[The  prepared  statement  of  Dr.  Miller  follows:] 
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Chairman  Domenici,  Senator  Frist,  Committee: 

Hello,  I  am  Donna  Miller,  Ph.D.,  President  and  CEO  of  the  Tri-Cities  Health 
Alliance  (TRIHEALTH),  a  business  coalition  in  Northeast  Tennessee  that  consists  of  50 
employer  members  representing  over  66,000  covered  lives.  I  also  ran  the  Memphis 
Business  Group  on  Health  in  Memphis  (MBGH)  for  a  number  of  years.   I  am  here  today 
to  share  with  you  information  about  how  private  businesses  are  containing  their  health  care 
costs  without  sacrificing  access  to  high  quality  care.  The  sam^  types  of  managed  care 
programs  can  also  be  effective  in  managing  the  health  care  costs  for  the  Medicare 
population.   However,  even  though  the  numbers  are  increasing,  as  of  tfie  end  of  1993  only 
7.2%  of  all  Medicare  recipients  were  enrolled  in  such  programs. 

For  two  decades,  national  health  benefit  cost  increases  have  consistently  outpaced 
inflation.  According  to  data  recently  released  by  Foster  Higgins,   per  employee  benefit 
costs  actually  decreased  1.1  %  between  1993  and  1994.  That  was  no  surprise  to  me,  as 
coalition  employer  members  in  Memphis  experienced  a  2.3%  decrease  between  1992  and 
1993.   These  decreases  are  due  to  an  unprecedented  increase  in  employees  enrollment  in 
managed  care  plans,  such  as  preferred  provider  organizations,  health  maintenance 
organizations  (HMOs)  and  point-of-service  plans. 

Because  the  East  Tennessee  coalition  is  so  new  (July  1994),  I  do  not  yet  have  cost 
savings  data.  Currently,  managed  care  penetration  is  very  low  in  East  Tennessee.  Our 
group  intends  to  rapidly  move  large  numbers  of  employees  into  primary  care  accessed, 
point-of-service  and  HMO  plans  for  physician  and  hospital  care.   We  already  have 
implemented  a  pharmaceutical  managed  care  product  and  are  currently  implementing  a 
capitated  Employee  Assistance  and  Psychiatric  and  Substance  Abuse  Program.   Once  our 
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medical  network  is  implemented  we  will  probably  then  develop  a  program  to  address  the 
Workers  Compensation  costs.   Since  East  Tennessee  is  an  extremely  high  health  care  cost 
area,  we  anticipate  these  programs  will  have  a  dramatic  impact. 

I  do  have  cost  savings  data  generated  from  the  coalition  activities  in  Memphis. 
The  most  recent  update  was  1993,  since  I  left  the  middle  of  1994  and  no  longer  have 
access  to  that  data.   In  Memphis,  we  implemented  a  preferred  provider  organization  and  a 
utilization  and  case  management  program.   Savings  resulting  from  the  Psychiatric  and 
Substance  Abuse  Program,  the  Workers  Compensation  Program  and  the  Preferred 
Provider  Organization  are  presented  below. 

As  you  can  see  in  the  data  charts,  between  1989  and  1993,  psychiatric  and 

substance  abuse  admits  per  1,000  decreased  59%,  patient  days  per  1,000  decreased  81%, 

average  length  of  stay  decreased  54%  and  per  treatment  costs  decreased  from  over 

$17,000  to  under  $5,000  (72%). 

Psych/Substance  Abuse  Program 
Admits  Per  1,000  Employees 


1989  1990  1991  1992  1993 
Year 


Overall  decrease  between  1989  -  1993  =  59% 


794 

Psych/Substance  Abuse  Program 
Patient  Days  Per  1,000  Employees 

326         326 


Days 


~  67  62 

III 


Overall  decrease  bet>veen  1989  -  1993  =  81% 


Psych/Substance  Abuse 
Program 

Average  Lengtfi  of  Stay  and  Treatment  Cost 


Average  Length  of  Stay 

54%  decrease 

Per  Treatment  Cost 

72%  decrease 


1989/90 

1992/93 

25.6 

■♦ 

11.8 

$17,320 

-» 

$4,826 

During  the  course  r»f  this  program  we  found  no  negative  impact  on  quahty  or 
outcomes.   Higher  rates  of  recidivism  were  not  reported  due  to  lower  utihzation. 

Under  the  Workers  Compensation  Program,  in  addition  to  a  select  panel  of 
physicians  and  case  management,  we  implemented  a  fiilly-insured  plan  that  mimicked  a 
self-insured.  A  high  deductible  option  allowed  employers  to  self-fund  their  workers 
compensation  costs  up  to  a  certain  threshold.  At  the  time  that  I  left  Memphis,  only  two 
companies  had  completed  their  first  year.   However,  the  actual  savings  between  those  two 
employers  with  1200  employees  was  nearly  one-half  of  a  million  dollars. 
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Workers'  Compensation  Program 
Savings  -  1  year  period 


Period  #EEs  Savings 

Company  #1                  11/92-11/93  800  $287,979 

Company  #2                    2/93-2/94  400  S176,477 

Total  1200  S464,4S6 


Tracking  of  per  employee  health  cost  data  from  1 988  through  1 992  dramatically 
revealed  the  impact  of  our  managed  care  programs.  In  the  baseline  year  of  1 987,  the 
average  cost  per  employee  in  Memphis  was  in  the  same  range  as  the  national  average 
(only  $105  lower).  The  average  per  year  increase  over  the  next  five  years  nationally  was 
14.9%,  the  Southern  region  average  increase  was  also  14.9%,  but  the  business  group 
members  experienced  only  a  6%  average  increase. 


Summary 
Costs  Per  Employee 

•  Five  Year  National  Average  Increase  Per  Year  =  14.9% 

•  Five  Year  Regional  Average  Increase  Per  Year  =  14.9% 

•  Five  Year  MBGH  Average  Increase  Per  Year  =  6% 


An  update  of  data  at  the  end  of  1993  showed  a  slowing  of  increases  nationwide 
with  the  average  increase  of  only  8%  nationally.    However,  MBGH  members  had  a  2.4% 
decrease. 


National,  South  Region,  MBGH 
Average  Cost  Per  Employee 

Location 

1992 

1993 

National  Average 

Percent  Increase 

S3S02 

S3781 

8.0% 

South  Region 

Percent  Increase 

S3061 

S3262 
6.6% 

*MBGH  Members 

Percent  Decrease 

$2333 

S2278 
2.4% 

*MBGH  average  cost  per  employee  per  year 
weighted  by  number  of  employees  per  company 
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If  the  Memphis  Business  Group  on  Health  members  had  maintained  their  average 
relative  to  the  national  average,  they  would  have  spent  43.3  million  dollars  more  in  1993 
for  their  employees  receiving  care  in  Memphis. 

Projected  Per 

Employee  Cost  Savings 

All  Members,  1993 


1993  National  Average  -  MBGH  Average  x  Total  #  of  EES  =  Savings 
$3781     -       $2278     =     S1503     x     28,810     =       $43,301,430. 


That  43.3  million  dollars  was  saved  on  a  little  under  29.000  employees.  Can  you  possibly 
imagine  the  potential  savings  to  this  country  if  similar  programs  were  implemented  for 
Medicare  recipients? 

There  is  still  cost  shifting  to  the  private  sector  as  a  result  of  reimbursement  by 
Medicare.  Until  Medicare  spending  is  controlled,  we  cannot  achieve  our  maximum  cost 
containment  results.  A  recent  study  of  physician  fees  in  East  Tennessee  revealed  that  the 
private  sector  is  paying  Medicare  RBRVS  payment  plus  220%  for  all  procedure  codes. 
The  payment  differential  ranged  from  Medicare  plus  43°  o  for  primary  care  codes  to 
Medicare  plus  461%  for  some  non-surgical  codes. 


Dollar 
Average  amount  local  fee  schedule  pays  over  Medicare.     Amounts 

Percentages 

AU  Codes  -  5138  codes                                                                 $748  35 

220.31% 

Surgical  Codes  -  3785  codes                                                       $92 1 .3 1 

129.34% 

Non-Surgical  -  1314  codes                                                          $272.19 

461.35% 

Primary  Care  -  39  codes                                                            $  22.74 

42.65% 

-  5- 
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Your  ability  to  hasten  the  movement  of  Medicare  recipients  into  high  quality 
managed  care  programs,  coupled  with  appropriate  reimbursement,  would  achieve 
tremendous  savings.  This  move  could  also  promote  even  better  results  from  the  private 
sector. 

In  closing,  I  would  like  to  focus  a  brief  moment  on  quality.   I  am  convinced  that 
managed  care  improves  the  quality  of  care.   We  implemented  quality  committees  in 
Memphis  with  our  network  providers  to  address  issues  of  concern.   We  repeatedly  saw 
improvements  in  both  the  delivery  and  the  outcomes  of  care.   In  many  cases  we  also  saw 
increased  benefit  coverage,  such  as  decreased  patient  copayments  from  20%  to  1 0°  o  for 
network  participation  and  increased  prevention  and  health  promotion  benefits. 

Managed  care  is  not  a  negative  solution  to  a  bad  problem.   If  correctly 
implemented,  it  is  a  positive,  effective  way  to  correct  a  system  that  is  out  of  control.   1 
applaud  your  efforts  today  in  holding  this  hearing  to  address  this  important  issue.   Thank 

you.  .  c 

Chairman  DOMENICI.  Senator,  do  you  want  to  go  ahead? 

Senator  Frist.  Yes;  I  can  keep  my  questions  fairly  short.  Dr.  Mil- 
ler, the  200  percent,  was  that  just  for  East  Tennessee? 

Dr.  Miller.  Upper  East  Tennessee. 

Senator  Frist.  How  did  that  correspond  with  West  Tennessee? 
Or  did  you  do  a  similar  survey  in  the  last  year  or  a  couple  of  years? 

Dr.  Miller.  It  is  a  little  bit  higher  in  East  Tennessee.  I  think 
probably  because  there  is  a  lot  less  penetration  of  managed  care. 
Over  a  period  of  time  we  will  see  that  come  down  as  the  employers 
start  using  capitation  and  fee  schedules  instead  of  regular  fee  for 
service. 

Senator  Frist.  What  do  you  predict  in  terms  of  penetration  of 
managed  care  of  East  Tennessee  in  the  future?  It  is  low  now. 

Dr.  Miller.  It  is  very  low  now.  With  66,000  covered  lives  under 
the  business  group  probably  being  moved  into  managed  care  very 
rapidly,  coupled  with  TennCare,  increases  are  occurring  rapidly. 
Also,  it  is  a  very  volatile  area.  Daily  we  see  marriages  and  divorces 
and  mergers  and  acquisitions.  I  think  very  quickly  managed  care 
is  going  to  increase. 

Senator  Frist.  This  panel  is  mainly  talking  about  medicare. 
Medicare  has  been  growing  three  times  inflation.  From  a  budgetary 
standpoint,  long-term,  there  needs  to  be  some  restraint  in  growth. 
Instead  of  three,  four  times  inflation  it  needs  to  be  increasing  two 
times  inflation. 

So  as  we  get  further  and  further  into  medicare  clearly  cutting 
providers  more  and  more,  there  is  going  to  be  some  limit  to  that. 
We  are  looking  and  reaching  out  for  ways  that  it  can  work  better. 
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One  thing  proposed  earlier  was  more  choice  in  the  system.  One 
way  to  do  that  is  to  give  those  people  over  65  years  of  age  a  vouch- 
er to  be  able  to  go  out  and  choose,  to  have  access  to  other  types 
of  plans  if  that  is  what  they  wish,  to  open  up  choice.  Would  that 
make  a  difference  in  East  Tennessee? 

Dr.  Miller.  I  think  it  would  make  a  tremendous  difference.  And 
it  is  also  moving  in  the  same  direction  that  private  business  is 
going  in.  You  find  very  few  private  businesses,  except  maybe  very 
small  ones,  that  do  not  offer  choice.  They  offer  a  fee  for  service, 
plus  the  ones  that  are  implementing  managed  care  will  offer  an 
HMO. 

Let  me  say  very  quickly,  what  we  are  doing  in  East  Tennessee 
from  day  one  will  have  the  small,  fully-insured  employers  as  part 
of  our  movement.  We  realize  in  Memphis  by  not  doing  it  early  we 
were  probably  cost  shifting  onto  the  very  small  fully-insured  em- 
ployers. 

When  we  implemented  a  program  in  Memphis,  11  percent  of  all 
the  new  companies  that  went  on  had  never  offered  insurance  to 
their  employees.  The  private  sector  large  businesses  are  assisting 
the  small  businesses  to  provide  insurance.  We  may  be  addressing 
some  of  this  working  uninsured  group  by  giving  small  business  the 
comfort  level  for  the  first  time  to  offer  an  insurance  product. 

Senator  Frist.  In  Tennessee  we  do  not  have  choice  for  our  sen- 
iors. There  is  an  option  in  the  Medicare  System  nationally  to  have 
an  HMO  choice  versus  a  traditional  fee  for  service.  We  have  not. 
I  guess,  Mr.  Kinser,  you  have  looked  at  it  before,  and  back  in  the 
1980's  elected  at  that  point  in  time  that  it  was  not  appropriate  for 
all  sorts  of  reasons  to  expand  the  choice. 

And  I  guess  I  will  direct  this  last  question  to  you,  Mr.  Johnson. 
Do  you  think  if  we  gave  seniors  more  choice  that  that  would  have 
an  impact  in  the  overall  escalation  of  cost  we  have  seen  in  medi- 
care? 

Mr.  Johnson.  Senator,  I  do.  I  think  now  we  are  looking  at  tradi- 
tionally medicare  has  basically  limited  choices  to  traditional  HMOs 
and  to  the  traditional  competitive  medical  plans.  But  I  think  if  we 
start  implementing  point  of  service  plans,  if  we  start  looking  at 
more  integrated  delivery  systems  between  physicians,  hospitals 
and  insurance  partners,  I  think  we  will  see  those. 

I  also  agree  I  think  we  should  look  at  the  voucher  system,  be- 
cause as  long  as  there  is  choice,  the  competitiveness  in  the  market 
will  work. 

Senator  Frist.  Thank  you,  Mr.  Chairman. 

Chairman  Domenici.  Doctor,  let  me  thank  you  for  your  testi- 
mony. I  do  not  know  you  very  well  but  I  am  just  going  to  judge 
that  even  though  you  are  not  a  terribly  old  man  you  are  one  of 
what  many  of  us  refer  to  as  the  old-fashioned  doctors. 

I  believe  you  really  care  about  your  patients,  and  I  guess  what 
I  want  to  ask  you  is,  are  you  concerned  about  how  a  doctor  as  good 
as  you,  as  concerned  as  you,  can  perform  under  these  new  systems? 
Do  they  bother  you? 

Dr.  McPherson.  They  do  not  bother  me  in  the  sense  of  caring 
for  patients.  But  they  bother  me  in  the  sense  of  access  for  care. 

And  I  think  the  thing  that  everyone  has  to  remember  is  that  doc- 
tors and  hospitals  are  in  a  terrible  negotiating  position.  If  we  were 
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selling  bread  and  you  said,  "We  are  going  to  pay  you  3  cents  for 
a  loaf  of  bread,"  we  would  say,  "We  will  not  sell  it  at  that."  That 
is  the  end  of  the  story. 

If  someone  calls  me  in  the  middle  of  the  night  and  says  someone 
has  a  gun  shot  wound  to  the  head,  I  have  no  choice  by  the  oath 
of  Hippocrates,  by  every  moral  and  ethical  standard,  to  stay  on  the 
staff  at  my  hospital.  I  have  to  go  take  care  of  that  patient.  And  if 
the  financial  end  of  things  is  not  handled  in  a  fair  and  equitable 
way,  it  is  going  to  drive  people  from  the  practice  of  medicine.  And 
TennCare  in  particular  will  drive  them  out  of  the  State  of  Ten- 
nessee. 

Despite  what  was  said  earlier,  residency  positions  are  being  cut 
this  year  in  the  State  of  Tennessee.  And  most  people  stay  fairly 
close  to  where  they  do  their  residency.  There  are  plenty  of  opportu- 
nities in  managed  care  where  good  primary  care  doctors  are  in 
great  demand  right  now.  And  they  can  go  places. 

I  have  told  people  if  I  was  a  primary  care  doctor  and  the  system 
was  going  to  limit  me  to  a  fourth  of  the  income  I  can  make  in  Ala- 
bama, I  would  probably  call  my  wife  and  say,  "Start  packing." 

Doctors  are  going  to  make  good  economic  decisions  just  like  pa- 
tients do. 

The  vast  majority  of  people  still  go  into  medicine  to  take  care  of 
patients.  That  is  why  we  do  it.  But  the  financial  and  business  facts 
of  life  still  exist.  We  have  to  educate  our  children,  pay  an  office 
staff,  all  of  those  other  things. 

Chairman  DOMENICI.  And  you  spend  a  lot  of  time  getting  ready. 
You  spend  many,  many  years  getting  ready  to  take  care  of  people. 
You  do  not  make  any  money  during  that  period. 

Dr.  McPherson.  Well,  not  very  much.  When  I  was  32  my  mother 
said,  "You  have  more  degrees  than  a  thermometer  and  you  still  do 
not  have  a  regular  job." 

Chairman  Domenici.  Well,  I  want  to  close  the  hearings.  Let  us 
see  if  we  can  take  a  few  minutes  for  outside  questions.  Could  we 
do  that?  About  5  minutes. 

Before  we  do  that,  however,  let  me  just  wrap  this  session  up  and 
say  to  you,  Mr.  Johnson,  I  am  not  sure  whether  you  have  been  in- 
vited to  Washington  on  an  issue  like  medicare,  but  frankly  it  is 
very  difficult  for  me  to  understand  why  we  cannot  reform  medicare 
and  save  some  money  and  not  incur  the  wrath  of  senior  citizens. 

It  is  very,  very  tough.  Maybe  it  is  because  inherently  any  pro- 
posal is  that  we  save  money.  Whenever  we  talk  about  saving 
money  it  is  equated  with  cutting  the  program.  If  we  heard  any- 
thing about  medicare  here  in  the  last  4  or  5  months  as  we  have 
looked  at  it  carefully,  the  truth  of  the  matter  is  the  system  does 
not  fit  the  delivery  system  of  today,  and  therefore  it  is  costing 
money,  and  it  may  not  be  providing  seniors  with  as  much  choice 
as  they  deserve. 

And  it  may  permit  them  to  be  conned  a  little  more  by  a  lot  of 
different  pressures  in  the  system.  And  yet  we  cannot  make  the 
point.  Looks  to  me  like  we  are  in  our  budget  resolution  prepared 
to  say.  Let  us  make  the  system  solvent  by  turning  it  into  a  much 
more  competitive  system.  And  what  will  we  get  in  response  par- 
tisan-wise and,  it  seems  like,  from  senior  citizen  groups.  Do  not 
touch  medicare.  Do  not  cut  medicare. 
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I  do  not  know  if  we  can  sell  the  proposition.  We  are  reforming 
it,  not  cutting  it.  It  is  very  tough. 

But  you  made  it  very  clear  it  is  just  singing  the  wrong  tune  at 
this  point  in  the  melody  of  the  delivery  of  health  care,  right?  It  just 
is  not  in  tune. 

Mr.  Johnson.  True,  very  true. 

Chairman  DOMENICI.  OK.  I  want  to  thank  all  of  these  people  who 
helped:  Ginger  Para — these  are  people  that  work  for  your  Sen- 
ator— Carol  Burrows,  Leah  Rosenbaum,  Mark  Winslow,  Bart 
Firhaust,  Sue  Rankin,  Keith  Nash,  Mary  Lou  Covington,  Jay  Mil- 
ler, Cathy  Fine  and  Sue  Rantham. 

All  of  you  have  helped  here  and  in  Washington  in  permitting  us 
to  have  this  hearing,  and  I  thank  each  one  of  you  on  behalf  of  the 
committee. 

Thank  you.  Senator  Frist,  for  accommodating  us.  Do  you  have 
closing  remarks? 

Senator  Frist.  No,  I  do  not,  except  to  thank  you,  on  behalf  of 
other  members  of  the  committee,  to  be  able  to  have  this  oppor- 
tunity. I  cannot  tell  all  of  our  participants  how  much  I  appreciate 
their  input.  It  makes  a  difference  to  be  able  to  reach  out  directly 
to  hear  the  very  good  aspects,  bad  aspects  and  ugly  aspects  of  var- 
ious programs. 

There  are  no  easy  answers  in  the  health  care  arena,  in  the  edu- 
cation arena,  and  we  have  not  heard  any  easy  answers  today.  But 
it  is  only  by  getting  around  the  table,  listening  to  the  good  ideas, 
incorporating  those  into  our  future  policy  development  that  we  will 
be  able  to  make  headway. 

And,  Mr.  Chairman,  thank  you  for  bringing  the  committee  here 
today. 

Chairman  DoMENici.  OK.  We  have  got  a  whole  lot  of  questions. 
We  will  answer  them  all.  You  have  written  them  down,  and  we  will 
get  you  answers  from  the  committee.  They  will  clear  your  Senator 
first,  so  if  he  has  additional  comments  to  what  the  committee  pre- 
pared they  will  be  on  there  for  you. 

We  will  take  three  or  four  that  they  picked.  Bob  Stephens  is 
going  to  read  them  to  us,  and  either  of  us  is  going  to  answer  them. 
Go  ahead.  Bob. 

Mr.  Stephens.  "Senators,  will  the  Budget  Committee  place  defi- 
cit reduction  ahead  of  tax  cuts  in  its  balanced  budget  plan?" 

Chairman  DOMENICI.  Who  asked  that  question? 

Senator  Frist.  And  it  is  directed  to  the  Chairman. 

Chairman  DOMENICI.  Did  you  ask  me  because  you  are  clairvoy- 
ant about  what  my  thinking  is  or  you  want  to  know? 

Question.  I  had  an  inkling  where  your  feeling  was.  I  wanted  to 
give  you  an  opportunity  to  encourage  that  thinking. 

Chairman  DOMENICI.  Well,  I  will  tell  you,  after  a  lot  of  thinking 
about  this  I  have  come  to  the  conclusion  our  primary  responsibility 
is  to  get  the  deficit  under  control  and  produce  a  balanced  budget. 

So  my  goal  as  chairman  of  this  committee — it  may  not  prevail  all 
the  way  through  the  United  States  Senate — is  to  produce  a  bal- 
anced budget  by  the  year  2002  without  any  tax  cuts  and  without 
any  significant  increases  for  anything.  And  then  those  who  would 
like  to  change  it — and  they  are  permitted  to — they  can  make  addi- 
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tional  cuts  to  make  room  for  whatever  else  they  would  like  to  add, 
including  tax  cuts,  OK? 

I  do  not  ask  your  Senator  to  comment  yet. 

Mr.  Stephens.  "Senator,  under  a  block  grant  what  will  be  the 
concerns  for  ensuring  quality  of  care  to  the  TennCare  recipient? 
What,  if  any,  will  be  the  Federal  versus  State  involvement?" 

Senator  Frist.  I  think  the — it  is  not  a  consensus — but  I  think  the 
feeling  today  is  we  need  to  move  toward  allowing  States  in  the  field 
of  medicaid  to  develop  their  own  programs  with  their  own  ideas 
based  on  local  needs. 

That  is  why  I  was  asking  Dr.  Miller  a  little  bit  about  variation 
even  across  the  State.  To  do  that  the  options  are  block  granting, 
which  we  have  heard  about  today.  Then  the  fundamental  question 
for  us  is  what  strings  are  attached,  if  any  strings,  as  the  Chairman 
mentioned. 

Or  an  elaboration  of  the  Medicaid  Waivers  System  currently  in 
place.  There  is  a  certain  amount  of  tension  between  HCFA,  who 
gives  these  waivers  today,  and  the  State.  There  are  some  who 
would  argue  that  tension  is  good,  it  is  healthy,  it  demands  account- 
ability. 

It  is  difficult  when  talking  to  the  parties  at  HCFA  and  the  State. 
Bottom  line,  we  are  going  to  move  toward  more  flexibility  for  the 
States,  fewer  regulations,  and  a  debate  of  block  grant  versus  ex- 
pansion of  the  Medicaid  System  is  one  that  is  ongoing.  That  is  why 
these  sorts  of  meetings  are  so  helpful. 

Mr.  Stephens.  "Senators,  can  we  expect  to  see  the  Federal  de- 
partments reduced  in  personnel  size  commensurate  with  the  block 
grant  budget  reductions?  The  off-the-top  costs  of  Federal  adminis- 
tration offer  great  opportunities  for  budget  reduction  through  abol- 
ishment of  programs." 

Chairman  DOMENICI.  Yeah.  I  would  think  that  there  will  be  at 
least  three  ways  to  reduce  Federal  personnel.  We  are  in  the  process 
of  reducing  Federal  personnel  rather  substantially  right  now.  I 
think  one  way,  to  the  extent  we  eliminate  programs — and  we  are 
not  talking  about  entitlement  programs  in  that — but  the  2,400, 
2,500  programs  we  have  that  we  pay  for  every  year — if  we  elimi- 
nate some  we  ought  to  get  rid  of  some  people  administering  them. 

If  we  truly  go  with  major  block  grant  reform,  and  there  are  16 
talked  about  now,  to  the  extent  they  are  as  major  as  currently 
structured,  currently  thought,  you  will  be  able  to  reduce  the  Fed- 
eral work  force  substantially  over  a  period  of  3  to  4  years. 

I  do  not  know  how  many,  but  substantially.  You  might  even  be 
able  to  get  rid  of  a  department  if  indeed  you  go  with  as  many  block 
grants  in  certain  areas.  I  do  not  see  that  coming  yet,  but  I  think 
that  is  the  second  way. 

Obviously  in  areas  like  medicare  and  medicaid  where  we  have  an 
awful  lot  of  Federal  workers.  Federal  employees.  Federal  man- 
agers, to  the  extent  we  eliminate  Federal  strings  and  Federal  regu- 
latory aspects,  obviously  there  will  be  less  people  needed  to  enforce 
the  Federal  Government's  role. 

OK.  Thank  you  all  very  much.  We  stand  adjourned. 

[Whereupon,  at  12:30  p.m.,  the  committee  was  adjourned.] 
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